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The  Legislative  Audit  Committee 
of  the  Montana  State  Legislature: 


Transmitted  herewith  is  the  report  on  the  audit  of  the  State  Investment 
Program  as  administered  by  the  State  Board  of  Investments  and  the  Investment 
Division  of  the  State  Department  of  Administration  for  the  fiscal  year  ended 
June  30,  1972. 

The  audit  was  conducted  by  the  public  accounting  firm  of  Anderson  and 
ZurMuehlen,  C.P.A. 's  of  Helena,  under  a  joint  contract  between  the  firm,  the 
department,  and  our  office.   Pursuant  to  the  contract  provisions,  the  report 
has  been  directed  to  the  Office  of  the  Legislative  Auditor  as  the  firm's  client. 

The  comments  and  recommendations  contained  in  this  report  have  been  dis- 
cussed with  the  director  of  the  Department  of  Administration,  administrator 
of  the  Investment  Division,  and  the  State  Treasurer.   At  our  request,  these 
officials  have  submitted  written  replies  to  the  matters  raised  in  the  audit 
report,  and  the  audit  firm  has  prepared  written  comments  on  the  agency  replies. 
We  have  incorporated  what  we  believe  to  be  the  essence  of  these  responses  where 
disagreement  with  the  recommendations  is  indicated  into  the  narrative  of  the 
report  and  have  included  the  full  text  of  the  responses  later  in  the  report. 

Our  evaluation  of  the  replies  submitted  by  the  agencies  indicates  dis- 
agreement in  only  9  of  the  60  recommendations  made  in  the  audit  report.   These 
areas  of  disagreement  involve  matters  that  can  be  summarized  into  three  categories, 
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BOARD  OF  INVESTMENTS 

PAGE 

Establish  written  monthly  routine  for  follow  up 
on  discrepancies  in  investment  collections  6 

Investment  Division  to  assist  P.E.R.S.,  T.R.S. 
and  others  in  developing  a  uniform  audit  program  for 
real  estate  mortgages  as  well  as  to  develop  methods 
for  joint  audits  in  order  to  eliminate  present  duplica- 
tions in  effort  8 

Board  to  take  action  to  change  the  present  depository 
system  to  a  one  bank  system  for  clearing  state  warrants  14 

Board  to  evaluate  all  demand  deposit  balances  and 
establish  proper  maximum  and  minimum  balances  for  all 
banks  14 

Adoption  by  Board  of  a  uniform  policy  for  recording 
gains  and  losses  on  security  exchanges  and  promulgation 
of  written  procedures  to  all  agencies  involved  23 

Investment  Division  to  make  necessary  adjustments 
to  their  portfolio  inventory  as  of  June  30,  1972  and 
advise  agencies  of  adjustments  to  be  made  to  their 
records  23 

Book  losses  of  $852,243,  realized  on  security  trades, 
should  be  deferred  and  amortized  over  the  life  of  the 
securities  acquired  23 

No  action  deemed  necessary  to  adjust  P.E.R.S. 
amortized  book  values  from  the  scientific  to  the  straight 
line  method  as  of  June  30,  1972  24 
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Investment  Division  personnel  should  cooperate 
with  the  Workmens'  Compensation  Division  to  insure 
that  they  are  recording  premiums  and  discounts  on  a 
basis  consistent  with  other  agencies  25 

Cooperate  with  all  other  agencies  to  attain 
complete  transfer  of  the  investment  receiving  function 
to  the  Investment  Division  26 

Establish  proper  written  procedures  for  follow-up 
on  all  exception  and  discrepancy  listings  produced  by 
the  new  system  30 

Written  procedures  to  all  agencies  involved  regard- 
ing proper  and  uniform  accounting  methods  for  handling 
all  types  of  investment  transactions  30 

Issue  an  advisory  to  all  state  agencies  to  discontinue 
agency  detail  record  keeping  for  investments,  when  centralized 
system  is  completely  operational  30 

Evaluate  forms  presently  used  in  investment  acquisi- 
tions and  collections  to  determine  whether  they  could  be 
redesigned  and  consolidated  33 

Explore  statutes  relating  to  the  Board's  responsibilities 
and  duties  as  the  Depository  Board  38 

Secure  a  listing  of  exceptions  noted  on  the  investment 
inventory  and  make  the  necessary  adjustments  38 

In  conjunction  with  the  State  Treasurer: 

Seek  legal  clarification  of  79-201,  pertaining 

to  custody  of  securities  and  safekeeping  receipts  39 
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Outline  in  writing  the  duties  and  require- 
ments of  each  agency  involved  in  the  investment 
process 

Establish  guidelines  for  proper  control  and 
handling  of  repurchase  agreements  40 

Seek  legal  clarification  of  Paragraph  2,  79-301 
re  the  statutory  requirements  for  collateralizing 
state  deposits  40 

Formulate  procedures  for  proper  handling  and 
accounting  for  partial  redemptions  40 

Board  and  the  Treasurer  to  seek  legal  clarifica- 
tion regarding  custodial  responsibilities  with 
respect  to  real  estate  mortgages, FHA  Notes  and 

University  System  investments  42 

Discard  contemplated  plans  for  computerizing  mortgages, 
since  it  would  be  a  duplication  of  effort  43 

Establish  control  accounts  only  for  mortgages  in  the 
investment  inventory  system  43 

Request  agencies  to  forward  monthly  mortgage  collection 
reports  to  the  Investment  Officer  for  review  44 

Adopt  a  uniform  and  consistent  policy  with  regard  to 
deferral  and  amortization  of  mortgage  discounts  and  commu- 
nicate this  policy  to  other  agencies 

Suggesting  a  feasibility  study  in  the  area  of  state 
servicing  of  its  own  mortgage  investments 
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BOARD  OF  INVESTMENTS  -  CONT'D  PAGE 

Establish  accounting  control  over  the  several 
real  estate  investments  49 

Assist  agencies  with  real  estate  investments 
in  devising  uniform  accounting  procedures  and  report- 
ing relevant  data  to  the  Division  49 
Take  a  complete  physical  inventory  of  fixed  assets  51 
Establish  values  for  all  fixed  assets  51 
Establish  ledger  control  for  fixed  assets  51 
Maintain  perpetual  inventory  in  detail  of  fixed  assets         51 
Review  the  possible  conflict  of  interest  situation 
and  seek  clarification  of  the  existing  statute  52 

Consider  action,  if  deemed  necessary  and  appropriate, 
to  revise  the  statute  52 

Take  action  to  adjust  minor  differences,  in  par  value 
and  cost,  between  annual  report  figures  and  audited  figures         54 

Incorporate  mortgage  balance  totals  in  the  investment 
accounting  system  54 

Gain  accounting  and  investment  control  over  those 
investments  of  the  University  System  not  presently  under 
control  55 

Establish  a  goal  of  accumulating  all  pertinent  data 
so  that  investment  reports  will  reflect  complete  figures 
for  all  state  investments  55 
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STATE  TREASURER  PAGE 

Confer  with  the  Workmens'  Compensation  Division 
to  discontinue  their  practice  of  maintaining  their  own 
locked  safe  in  the  Treasury  Vault  4 

State  Treasurer  in  cooperation  with  the  Department 
of  Administration  to  initiate  immediate  action  to  determine 
the  source  of  delays  in  recording  deposits  13 

State  Treasurer  in  cooperation  with  Department  of 
Administration  to  assure  that  all  deposits  are  being  made 
and  recorded  imnEdiately  13 

Treasurer  in  coordination  with  the  Department  of 
Administration  to  develop  a  more  systematized  method  of 
reporting  prior  and  projected  cash  flows  and  balances.  14 

Consolidate  custodial  function  for  all  securities 
(including  Treasury  investments)  under  one  person  38 

Complete  and  up-to-date  inventory  of  all  securities, 
including  Treasury  investments  ,and  submit  any  discrepancies 
to  the  Investment  Division  for  adjustment  39 

Seek  legal  clarification  of  custodial  responsibilities 
with  regard  to  investments  not  presently  under  Treasurer's 
custodial  control  39 

Discontinue  showing  treasury  investments  as  part  of 
"cash  and  cash  items"  39 

Implement  a  system  of  par  value  dollar  control  over 
all  investments,  reconciling  monthly  with  the  Investment 
Division  inventory  39 
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SUMMARY  OF  RECCMMENDATIONS 
TEACHERS'  RETIREMENT  SYSTEM 

Discontinue  practices  relating  to  receiving  and 
recording  of  all  real  estate  mortgage  collections  7 

Take  action  to  reconcile  investment  control  with 
detail  records  28 

Update  mortgage  files  and  establish  annual  audit 
program  28 

Clear  up  and  adjust  the  unreconciled  cash  difference 
outstanding  since  June  30,  1972  28 

Implement  real  property  accounting  procedures 
consistent  with  those  used  by  P.E.R.S.  49 
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January  9,  1973 


The  Legislative  Audit  Committee  of  the 
Montana  State  Legislature: 

We  have  completed  an  examination  and  physical  inventory  of  investments  of 
the  State  of  Montana  which  were  under  the  investment  and  accounting  control 
of  the  State  Board  of  Investments  as  of  June  30,  1972.   This  examination 
also  included  other  state  securities,  real  estate  mortgages;  real  estate 
investments  by  Public  Employees'  Retirement  System  and  Teachers'  Retirement 
System;  and  Employment  Security  Division  investments  with  the  U.S.  Treasurer; 
but  did  not  include  certain  security  investments  still  administered  through 
the  State  University  System.   These  securities  are  included  in  our  Exhibits, 
but  no  verification  work  was  completed  on  them. 

The  scope  of  the  examination  included  not  only  the  verification  of  physical 
presence  and  ownership  of  the  investments  delineated  above,  it  also  included 
the  following: 

1.  A  limited  test  and  evaluation  of  investment  transactions  completed  through 
the  Investment  Division  during  the  fiscal  year  ended  June  30,  1972.   This 
included  purchases,  sales,  exchanges,  redemptions  and  income  collections, 

as  well  as  administrative  expenses. 

2.  Verification  and  evaluation  of  entries  and  methods  of  recording  security 
gains  and  losses  sustained  during  the  fiscal  year  ended  June  30,  1972. 

3.  Review  of  the  agency's  compliance  with  applicable  statutes  and  regulations. 

4.  Follow-up  on  prior  audit  recommendations. 

5.  Review  of  the  agency's  system  of  internal  control  and  relative  efficiency 
of  accounting  functions. 

6.  Evaluation  of  record  keeping  requirements,  i.e.;  centralized  accounting 
for  investments  as  opposed  to  separate  agency  accountability  for  each  fund. 

7.  Review  of  methods  utilized  for  amortizing  security  premiums  and  discounts.. 

8.  Comparison  of  current  year  investment  yield  performance  with  prior  yields. 

9.  Evaluation  of  several  agencys'  investments  in  real  property  and  recom- 
mended accounting  procedures. 


MEMBERS  OF   AMERICAN    INSTITUTE  OF   CERTIFIED    PUBLIC    ACCOUNTANTS 
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Anderson  ZurMuehlen  &  Co. 

Certified  Public  Accountants 

montana  club  blds. 

Helena.  Montana  59601 


This  examination  was  undertaken  at  the  request  of  the  Board  of  Investments 
and  the  Director  of  the  Department  of  Administration. 

The  results  of  our  examination  are  presented  in  detail  in  this  report.   Exhibit 
A  shows  comparative  state  investments  and  yields  while  Exhibit  B  shows  the 
nature  and  type  of  investments  owned  by  the  state  as  of  June  30,  1972,  at 
par  value. 

In  our  opinion,  the  accompanying  exhibits  present  accurately  the  state's 
investments  as  of  June  30,  1972  at  par  value.  However,  certain  investments 
of  the  University  System,  which  are  included  in  the  exhibits,  in  the  amount 
of  $15,882,897,  were  not  independently  verified  by  our  examination  and  we 
cannot  express  our  opinion  as  to  the  accuracy  of  those  investments.   The 
following  additional  qualifications  must  be  stated  with  regard  to  the  attach- 
ed exhibits,  and  are  more  fully  explained  in  footnotes  following  the  exhibits: 

1.  Market  values  listed  were  not  independently  verified  by  us. 

2.  Amortized  book  cost  figures  are  not  stated  on  a  consistent  basis,  nor 
are  they  stated  in  accordance  with  generally  accepted  accounting  principles. 
Many  of  the  funds  carry  investments  at  par  value  rather  than  amortized  cost, 
and,  for  various  reasons,  cannot  be  adjusted  to  an  amortized  cost  basis. 

3.  Portfolio  yields  listed  in  Exhibit  A  are  not  all  computed  on  a  consistent 
basis.   As  noted,  seme  are  based  on  present  portfolio  projected  annual  income, 
while  others  are  based  on  past  year's  actual  income  and  average  investment 
balances. 

We  submit  the  exhibits,  our  narrative  comments  and  recommendations  as  listed 
in  the  preceding  Table  of  Contents. 
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COMMENTS 

HISTORY 

The  Board  of  Investments  was  created  under  the  Executive  Reorganiza- 
tion Act  of  1971.   Under  this  act  the  Board  was  given  sole  authority  over 
the  investment  functions  for  all  agencies  of  the  State  of  Montana.   Histor- 
ically, investment  of  funds  had  been  handled  independently  by  the  agencies 
themselves.   The  Legislative  Assembly  had  attempted  several  times  in  the 
past  to  centralize  the  state  investment  functions,  with  little  success. 
Centralization  was  finally  accomplished  under  this  act,  with  the  appoint- 
ment and  establishment  of  the  Board  of  Investments  on  August  21,  1971. 

Upon  establishment,  the  Board  immediately  defined  its  three  primary 
goals: 

Centralize  all  State  Investments 

Invest  all  of  the  State's  Idle  Cash  Funds 

Increase  Earnings  on  State  Investments 
One  of  the  first  acts  was  to  obtain  a  complete  inventory  and  relevant 
data  on  all  State  investments.   This  was  accomplished  as  of  October  31,  1971, 
with  an  audit  of  State  investments  by  the  Legislative  Auditor's  office. 
Prior  to  this  time,  no  complete  record  of  all  State  investments  or  of  invest- 
ment earnings  had  ever  been  compiled. 

As  of  June  30,  1972,  the  Board  is  instituting  a  fully  computerized  invest- 
ment portfolio  accounting  system  to  account  for  the  entire  State  investment 
inventory  and  all  transactions  related  thereto.  This  system  has  been  fairly 
well  programmed  to  date  and  is  presently  undergoing  testing. 
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COMMENTS 


INTERNAL  CONTROL 


WORKMEN'S  COMPENSATION  DIVISION  SAFE 

Comments  were  noted  in  a  prior  report  by  the  Legislative  Auditor, 
dated  December  14,  1971,  relating  to  the  maintenance  by  the  Chief  Account- 
ant of  the  Workmen's  Compensation  Division  of  a  locked  safe  within  the 
confines  of  the  State  Treasurer's  securities  vault.   This  safe  contains 
certain  securities  and  collateral  deposits  belonging  to  the  Workmen's 
Compensation  Division. 

As  of  the  date  of  this  examination,  this  situation  has  not  changed; 
the  only  person  having  access  and  control  over  the  safe  is  the  Chief  Account- 
ant.  By  statute,  the  State  Treasurer  should  have  custody  and  control  over 
the  physical  security  of  all  State  investments. 

The  comments  made  by  the  Legislative  Auditor  in  his  prior  report,  are 
reiterated. 

Recommendation 

Again,  the  State  Treasurer  should  confer  with  the  Workmen's  Com- 
pensation Division  personnel  to  discontinue  this  practice  of  segregat- 
ing their  investments  and  collateral  in  a  locked  safe  in  the  Treasurer's 
vault.   According  to  information  received  as  of  the  date  of  releasing 
this  report,  the  above  situation  is  being  corrected. 


RECEIVING  AND  RECORDING  OF  INVESTMENT  RECEIPTS 

During  the  fiscal  year  ended  June  30,  1972,  all  investment  income 
processed  through  the  Investment  Division  was  handled  across  the  desk  of 
one  person.   This  one  person  received  the  funds,  prepared  the  deposits  and 
originated  the  source  documents  (Collection  Advices  and  Collection  Reports) 
to  record  these  transactions  on  the  Board  of  Investments  records,  the  agencies 
records,  and  the  Central  Accounting  general  ledger  record.   Total  invest- 
ment income  amounted  to  well  over  16  million  dollars  during  this  fiscal 
year. 

In  addition  to  the  above  weakness  in  internal  control  (due  to  one  person 
handling  all  receiving  and  recording  functions) ,  it  was  noted  that  there 
appeared  to  be  a  lack  of  any  established  procedure  (by  Investment  Division 
personnel,  as  well  as  agency  personnel)  whereby  some  other  person  conduct- 
ed a  systematic  review  to  determine  that  all  income  due  was  actually  collect- 
ed and  recorded. 

The  combination  of  the  two  factors  cited  above  constitutes  a  serious 
weakness  in  internal  control. 

This  situation  has  been  discussed  with  the  Investment  Officer  and  he 
informs  us  that  the  newly  installed  investment  portfolio  accounting  system 
will  have  a  built-in  automatic  check  to  insure  that  all  interest  payments 
due  are  collected  on  a  timely  basis.   Interest  due  dates  and  amounts  for 
each  security  are  programmed  into  the  system  for  each  period.   These  are 
matched  against  actual  payments  received  and  any  uncollected  items  are 
printed  out  on  a  delinquent  listing.   These  delinquencies  are  then  follow- 
ed up  to  deteirmine  reasons  for  non-collection.   This  same  check  point  feature 
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has  also  been  built-in  for  security  redemptions  upon  maturity. 
Recommendation 

While  the  built-in  checks  described  above  sound  ideal,  the  effec- 
tiveness of  this  program  will  depend  heavily  upon  what  discrepancy 
followup  procedures  are  instituted  and  carried  out.  We  recommend  that 
the  follow-up  be  an  established  written  monthly  routine  by  someone  other 
than  the  person  who  initially  receives  and  records  the  transactions, 
otherwise  the  effectiveness  of  the  procedure  would  be  totally  destroyed. 
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REAL  ESTATE  MORTGAGE  COLLECTIONS 

Remittances  received  for  mortgage  principal  and  interest  payments 
from  mortgage  servicing  institutions  by  the  Teachers'  Retirement  Division 
and  the  Public  Employees'  Retirement  Division  are  in  both  instances,  receiv- 
ed, deposited  and  recorded  by  one  person  within  the  Division,   The  same 
person  also  originates  accounting  entries  in  the  subsidiary  records  of 
the  Division. 

One  of  the  basic  principles  in  a  system  of  internal  control  is  that 
persons  handling  receipts  should  not  also  be  involved  in  keeping  the  relat- 
ed subsidiary  and  general  accounting  records. 

While  all  receipts  are  in  the  form  of  checks,  made  out  to  the  State 
of  Montana,  (which  makes  them  rather  difficult  to  cash) ,  the  possibility 
of  manipulation  by  the  person  receiving  these  remittances  still  exists. 
Recommendation 

That  these  practices  be  discontinued  at  both  Divisions,  and  that 
the  functions  of  receiving  and  depositing  be  segregated  from  record- 
ing functions  in  the  future. 
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ANNUAL  AUDITS  OF  REAL  ESTATE  MORTGAGE  SERVICED  BY  OUTSIDE  INSTITUTIONS 

While  the  Public  Employees'  Retirement  Division  conducts  a  program  of 
periodic  annual  audits  of  mortgage  servicing  institutions,  it  is  noted  that 
neither  the  Teachers'  Retirement  Division  nor  the  Workmens'  Compensation 
Division  have  during  the  past  fiscal  year  conducted  any  audits  of  institu- 
tions which  service  their  mortgages. 

Conducting  these  annual  audits,  including  verification  of  mortgage 
balances;  review  of  files  to  ascertain  propriety  of  insurance  coverage; 
adequacy  of  related  documents;  adequacy  of  escrow  balances  for  taxes  and 
insurance;  condition  of  the  mortgage;  etc.,  is  of  prime  importance  in  a 
good  system  of  internal  control  over  mortgage  loans. 

Various  discrepancies  exist  between  Teachers'  Retirement  Division 
mortgage  balances  and  balances  as  shown  by  the  banks  as  of  June  30,  1972. 
These  discrepancies  could  be  cleared  up  and  kept  to  a  minimum  in  the  future 
by  the  performance  of  annual  audits. 

Recommendations 

1.  That  both  the  Teachers'  Retirement  Division  and  Workmens' 
Compensation  Division  initiate  programs  for  annual  audits  of  servicing 
institutions  during  this  present  fiscal  year.   Proper  and  complete 
audit  programs  should  be  developed  and  audits  should  be  followed  up 

by  communication  to  insure  that  any  audit  discrepancies  are  cleared 
up. 

2.  That  the  Public  Employees'  Retirement  Division  cooperate  with 

the  Investment  Division  to  assist  the  above  agencies  in  developing 

uniform  audit  programs,  and  to  develop  methods  whereby  joint  auditing 

efforts  could  be  made  by  all  agencies  concerned  and  any  duplication 

of  effort  eliminated. 
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Department  of  Administration  Reply    (page  2) 

".    .    .   we  do  not  believe  the  various  retirement  systems 
should  be  auditing  banks  and  other  servicing  institutions. 
Bank  examiners  and  auditors  regularly  audit  the  banks  and 
servicing  institutions  throughout  the  state.      A  normal 
part  of  their  audit  generally  includes  a  test  of  mortgage 
operations . " 

Comments  on  Reply    (page  1) 

"It  is  doubtful  that  audits  by  bank  examiners  or  auditors 
would  cover  to  any  great  extent  mortgages  yiot  owned  by 
the  banks  themselves,   but  merely  being  serviced  by  them 
under  a  contract  arrangement.      Where  the  banks  themselves 
hold  the  mortgage  instruments  and  all  pertinent  files,    it 
would  seem  that  any  prudent  investor  would  want  to  periodic- 
ally review  their  mortgage  files  to  satisfy  himself  that 
his  investment  and  collateral  was  being  properly  administered 
and  safeguarded. " 
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COMMENTS 
INVESTMENTS  -  SECURITIES 
ACCOUNTING  AND  REPORTING  SYSTEM 


INVESTMENT  OF  SURPLUS  TREASURY  FUNDS 

I.   The  Investment  Officer  presently  has  considerable  difficulty  in 
determining  the  daily  amount  of  surplus  treasury  cash  in  Helena  banks  avail- 
able for  investment,  since  he  receives  no  formal  accurate  daily  cash  flow 
data  from  the  State  Treasurers'  office. 

In  addition,  a  review  of  the  Treasurers'  daily  cash  balances  discloses 
what  appears  to  be  a  definite  time  lag  in  recording  of  deposits.   Several 
months  reviewed  in  early  1972  revealed  that  the  Treasurers'  daily  Helena 
bank  balances  showed  sizeable  overdraft  figures  during  most  of  the  month, 
then,  at  each  month-end,  there  was  a  dramatic  shift  to  a  positive  balance. 
As  an  example,  this  change  in  account  balance  in  one  day  between  June  29 
and  June  30,  1972  totaled  over  17  million  dollars.   (From  a  $4,535,000  over- 
draft on  June  29th,  to  a  positive  balance  of  $13,098,000  on  June  30th). 

The  Treasurer  should  have  primary  responsibility  to  furnish  accurate 
up  to  date  daily  bank  balances  to  the  Investment  Officer.   He  should  also 
assist  the  Investment  Officer  by  providing  historical  data  for  prior  years, 
as  well  as  daily,  weekly  and  monthly  forecasts  of  incoming  and  outgoing 
cash  flows,  based  on  historical  and  current  information  he  has  available, 
on  a  formal,  accurate  and  timely  basis.   In  spite  of  problems  being  encounter- 
ed by  the  Investment  Officer,  his  efforts  have  none-the-less  resulted  in 
significant  improvements  in  total  surplus  cash  invested  and  income  earned, 
as  noted  in  the  following  exhibit: 


COMPARATIVE  STATEMENT  OF  TREASURY  CASH  AND  INVESTMENT  BALANCES 


Demand  Deposits  and  Cash 

Investments : 

Invested  in  U.S. 

Treasury  Obligations 

Invested  in  Non-Interest 
Bearing  General  Fund 
War rents 

Invested  in  C.D.'s 

Total  Investments 

Total  Cash  and  Investments 

Total  Investment  Income  for 
Fiscal  Year 

Portfolio  Yield 


1972 


June  30, 


1971 


Amount 


As  a  Percent  of  Total 
Cash  and  Investments 


39,045,607 


50.3 


18.4 


Amount 


$18,294,686     23.6%     39.6%     $20,872.681 


9,691,023 


- 

9.7 

5,099,640 

20,199,000 

26.1 

32.3 

17,006,250 

59,244,607 

76.4 

60.4 

31,796,913 

$77,539,293 

100. 07o 

100.0% 

$52,669,594 

$  1.507.755 

$  1.027.335 

4.63 

5.00 

The  above  Exhibit  is  based  on  data  taken  directly  from  the  Treasurer's  trial 
balance  for  the  dates  involved. 

Portfolio  yield  as  shown  was  taken  from  Exhibit  A  (Page  58)  of  this  report  and 
was  computed  as  explained  in  the  footnotes  relating  to  that  Exhibit.   The  drop  in 
yield  as  shown  was  caused  by  the  overall  drop  in  interest  rates  on  U.S.  Government 
obligations. 

The  decrease  in  yield  caused  by  the  drop  in  interest  rates  coupled  with  the 
increase  in  the  total  invested  balance  has   provided  the  overall  investment  income 
increase.   This  increase  of  $480,240  can  primarily  be  attributed  to  the  policy  of 
minimizing  idle  cash  of  the  treasury. 
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II.   Another  problem  in  accurate  forecasting  of  cash  flows,  is  that 
state  warrants  are  presently  cleared  at  all  four  Helena  banks.   On  any  given 
day,  there  is  no  accurate  way  of  forecasting  the  dollar  amount  which  will 
clear  a  particular  bank.   The  problem  of  forecasting  cash  flows  would  be 
considerably  simplified  if  only  one  Helena  bank  were  used  as  the  clearing 
bank  for  all  state  warrants. 

According  to  a  survey  completed  in  September,  1971,  by  the  State  of 
Arkansas,  Department  of  Finance  and  Administration  (Special  Study  of  Treasury 
Management  and  Investment),  there  are  a  number  of  states  that  have  gone  to 
a  one-bank  system  for  clearing  state  checks  or  warrants,  in  order  to  be  able 
to  control  cash  flows  more  closely.   Out  of  13  states  replying  that  use  a 
check  system,  three  of  them  (Delaware,  Louisiana  and  Wisconsin)  use  only 
one  bank  for  clearings.   Out  of  18  states  replying  that  use  a  warrant  system, 
four  of  these  (Colorado,  New  Mexico,  Utah  and  Wyoming)  use  only  one  bank  for 
clearing  state  warrants.   It  is  also  our  understanding  that  Oregon  uses  a 
one-bank  system.   It  was  noted  in  this  same  report  that  these  same  states 
also  rank  very  high  in  the  percentage  of  total  treasury  balances  invested 
in  interest  bearing  securities  (Table  XX) 

Colorado      92. 78% 

Louisiana      99.63% 

New  Mexico     84.13% 

Oregon        97.11% 

Utah  91.24% 

(Apparently  Delaware,  Wisconsin  and  Wyoming  did  not  reply  on  this  question). 
The  Board  of  Investments  has  statutory  authority  under  Section  82A-205 
(1)  (g)  R.C.M.  1947  (which  transfers  the  investment  functions  of  the  State 
Depository  Board  enumerated  in  Title  79,  Chapter  3  to  the  new  Board  of  Invest- 
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ments)  to  direct  the  State  Treasurer  in  designating  those  banks  which  shall 
be  depositories  for  state  funds  (Section  79-301  (1),  (3)  and  (4)).   It  appears 
from  these  sections  that  the  Board  of  Investments  could  make  changes  in 
depositories  at  its  own  discretion,  as  it  deems  proper  in  the  administer- 
ing of  state  investments. 

Changing  to  a  one  bank  system  would  free  1  to  1  1/2  million  dollars  in 
demand  deposits  for  investment,  since  it  would  only  be  necessary  to  maintain 
one  large  clearing  account  in  Helena,  instead  of  two,  for  compensatory  as  well 
as  "cushion"  purposes. 

III.   The  Board  of  Investments  has  attempted,  on  various  occasions, 
to  persuade  the  State  Treasurer  to  reduce  the  demand  account  balances  pres- 
ently being  maintained  in  over  130  banks  in  communities  around  the  state, 
in  the  interest  of  investing  more  of  the  state's  idle  cash  balances.   The 
Board  has  suggested  several  possibilities: 

(1)  Reduction  of  total  outside  banks'  demand  deposit  balances  to  a 
level  of  $700,000. 

(2)  Use  of  the  correspondent  bank  process  of  bank  debits  and  credits 
to  automatically  reduce  each  account  to  a  minimum  predetermined 
balance  when  it  reaches  a  certain  predetermined  maximum  figure, 
by  transferring  to  Helena  bank  accounts. 

The  above  suggestions  would  permit  additional  investment  of  cash  funds 
estimated  at  $1,000,000  to  $2,000,000  during  most  of  the  year.   Additional 
earnings  on  these  funds  could  range  from  $50,000  to  $100,000  each  year  using 
an  estimated  57o  rate. 

As  previously  noted  in  this  report,  the  Board  of  Investments  has  stat- 
utory authority  (Section  79-301,  Paragraph  1,  3  and  4)  to  determine  which 
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banks  shall  be  designated  as  state  depositories.   Therefore,  it  should  be 
able  to  direct  the  Treasurer  as  to  what  demand  accounts  should  be  maintain- 
ed and  what  balances  should  be  carried  to  properly  compensate  each  bank 
for  services  performed. 

In  concluding  this  segment  of  the  report,  it  should  be  noted  that  un- 
reliable methods  of  forecasting  surplus  cash;  maintenance  of  more  than  one 
central  clearing  account  in  Helena;  and  maintenance  of  unnecessarily  large 
demand  deposits  in  outlying  banks  as  noted  above,  are  costing  this  state 
(and  its  citizens)  some  $100,000  to  $200,000  each  year.   In  these  days  of 
ever- increasing  taxes,  it  behooves  the  state  to  strive  constantly  to  max- 
imize earnings  on  state  funds  in  order  to  offset  to  the  greatest  possible 
extent  the  ever  increasing  burden  of  the  cost  of  state  government  and  the 
higher  taxes  which  are  the  inevitable  result. 

Recommendations 

1.  That  the  State  Treasurer  in  cooperation  with  the  Department 
of  Administration  initiate  immediate  action  to  determine  the  source 
of  the  problems  noted  with  regard  to  the  time  lag  in  recording  of 
deposits  on  his  records. 

2.  The  State  Treasurer  and  Department  of  Administration  should 
initiate  action  to  assure  that  all  funds  are  being  deposited  to  bank 
accounts  by  agencies  as  quickly  as  received  (daily,  if  feasible);  that 
all  deposits  are  reported  to  the  Treasurer  on  the  same  day,  and  that  all 
deposits  are  recorded  on  the  Treasurer's  records  on  the  same  day  that 
deposit  notification  is  received.   In  this  manner,  the  Treasurer  should 
be  able  to  have  all  receipts  recorded  on  a  timely  basis,  with  proper 
and  accurate  bank  balances  at  the  end  of  each  day's  closing. 
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3.  The  Treasurer  in  coordination  with  the  Department  of  Administra- 
tion and  the  Investment  Division  initiate  action  to  develop  historical 
data  from  several  prior  years  on  cash  balances  and  total  cash  flows 

of  receipts  and  disbursements  on  a  weekly,  monthly  and  annual  basis. 
Using  this  data  then  to  develop  a  complete  plan  for  formal  forecasting 
of  cash  flows  and  balances  for  the  coming  year  on  a  weekly,  monthly 
and  annual  basis.   There  are  various  publication  sources  to  aid  in  the 
development  of  a  formalized  system  of  projected  cash  flow  reporting 
in  order  to  insure  optimum  use  and  investment  of  the  state's  cash 
resources. 

4.  The  Treasurer  in  coordination  with  the  Department  of  Administra- 
tion should  study  and  agressively  develop  ways  and  means  whereby  cash 
received  can  be  deposited  more  immediately  than  at  present  and  record- 
ed almost  instantaneously  on  the  Treasurer's  records.   Perhaps  a  feas- 
ibility study  to  determine  whether  all  remittances  of  state  monies  could 
be  credited  directly  to  a  Helena  bank;  or  through  the  State  Treasurer's 
office  in  Helena  in  order  to  speed  up  the  deposit  of  state  funds  to 

a  Helena  bank  where  they  can  be  invested  more  quickly. 

5.  That  the  Board  of  Investments  take  action  to  change  the  present 
depository  system  by  designating  one  bank  in  Helena  as  the  clearing 
bank.   It  is  our  understanding  that  the  Board  has  already  taken  some 
action  on  this  matter  in  its  meeting  of  December  20,  1972. 

6.  That  the  Board  of  Investments  evaluate  all  other  demand  deposit- 
ory balances  and  determine  in  which  banks  a  compensating  balance  should 
be  maintained,  eliminating  any  unnecessary  accounts.   In  addition, 

in  banks  where  balances  are  to  be  maintained  establish  minimum 
compensating  balances  and  maximum  balances,  thereby  accounts  in  excess 
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of  the  minimum  will  automatically  be  transferred  by  banks  to  the 
designated  Helena  clearing  bank,  by  means  of  a  bank  credit.   The 
Board  has  also  initiated  action  on  this  matter  in  their  meeting  of 
December  20. 
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state  Treasurer's  Reply   (page  2) 

"There  is  no  time   lag  in  recording  of  deposits  in  the 
State  Treasurer 's  office  from  documents  coming  into  the 
office  in  the  regular'  course  of  business  each  day.  " 

Comments  on  Reply    (page  1) 

"It  would  appear  that  no  explanation  has  as  yet  been  deter- 
mined for  the  dramatic  shift  in  cash  balances  as  noted  in 
our  report  on  Page  9.      Further  study  will  be  necessary  to 
determine  the  source  of  this  problem.  " 

Department  of  Administration  Reply    (page  4) 

"The  Investment  Officer  does  not  rely  on  the  Treasurer's 
daily  bank  balances ,   because  of  the  large  amount  of  warrants 
outstanding  at  any  given  time. " 

Comments  on  Reply   (page  1) 

"He  does,   however,   use  daily  balances  as  supplied  by  the 
banks.     The  same  statement  regarding  large  amounts  of 
outstanding  warrants  also  applies  to  the  balances  supplied 
by  the  banks,   therefore  their  balances  are  not  very  accurate 
either. " 
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SECURITY  EXCHANGES  (SWAPS) 

I.   During  the  fiscal  year  ended  June  30,  1972,  the  Investment  Division 
initiated  security  trades  for  several  different  funds;  trading  lower  yield- 
ing issues  for  higher  yielding  issues  in  order  to  improve  portfolio  yields. 
These  exchanges  have  resulted  in  substantially  increased  annual  interest 
earnings  for  the  funds  in  the  total  amount  of  $458,237,  computed  on  a  cash 
income  basis.  The  trades  were  generally  made  on  a  par  for  par  basis,  with 
market  prices  on  securities  traded  being  approximately  equivalent  to  secu- 
rities acquired.  Following  is  a  summary  of  these  security  trades: 


Annual 


Annual 


Fund 
Trust  and  Legacy 

Public  Employees'  Retirement 

Teachers'  Retirement 

Workmens'  Compensation 

Volunteer  Firemen 

Highway  Patrol 


Par  Value 

Exchanged 

$12,440,000 

Cash  Income 
Increased 
$244,654 

Yield 
Increased 

1.817„ 

2,571,000 

64,939 

1.34 

1,653,000 

34,263 

1.05 

4,705,000 

95,764 

1.28 

215,000 

5,587 

2.30 

745,000 

13,030 

1.73 

$22,329,000 

$458,237 

i.^% 

The  exchanges  above  have  undoubtedly  been  worthwhile  and  have  substantially 
increased  investment  earnings  for  many  years  to  come.   Most  of  the  securities 
acquired  in  these  exchanges  have  at  least  a  20  year  maturity.  Over  twenty 
years  the  improvement  in  cash  earnings  will  amount  to  well  over  nine  million 
dollars. 


II.  With  regard  to  security  exchanges  or  "swaps"  by  long-term  investment 
funds,  there  is  currently  a  controversy  as  to  the  correct  accounting  method 
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for  handling  of  book  losses  sustained  in  exchanging  securities.   The  disagree- 
ment exists  between  the  American  Institute  of  CPA's  (AICPA)  on  the  one  hand 
and  various  administrators  of  public  retirement  systems,  actuaries  and  other 
governmental  accounting  authorities,  on  the  other  hand.   Thus  far,  the  AICPA 
has  not  changed  its  long  standing  position  that  security  gains  and  losses 
should  be  recognized  immediately,  and  stated  separately  in  the  year  of  sale, 
on  a  "completed  transaction"  basis,  in  order  to  be  in  conformity  with  gen- 
erally accepted  accounting  principles. 

The  governmental  accounting  group  has  advanced  an  alternative  method  for 
handling  gains  and  losses  on  exchanges  of  long-term  securities.   This  theory, 
briefly,  advocates  the  deferral  of  gains  and  losses  and  then  amortization 
over  the  life  of  the  security  traded  or  acquired,  whichever  is  shortest. 
It  is  their  belief  that  this  method  more  accurately  depicts  long-term  invest- 
ment yields  over  the  holding  period  of  the  security  acquired  than  does  the 
immediate  recognition  of  gains  or  losses  under  the  "completed  transaction" 
method.   Proponents  of  this  theory  presented  their  arguments  to  the  AICPA 
Committee  on  Governmental  Accounting  and  Auditing  in  early  1971.   On  September 
30,  1971, this  committee  transmitted  the  results  of  their  findings  to  the 
Accounting  Principles  Board  (APB) ,  Committee  on  Marketable  Securities.   The 
Accounting  and  Auditing  committee  voted  in  the  affirmative  (5  to  3)  to  support 
the  deferral  and  amortization  method  advanced.   To  our  knowledge,  there  has 
been  no  further  action  by  the  APB  since  that  time. 

It  is  our  opinion  that  the  deferral  and  amortization  theory  does  have 
merit  and  could  be  acceptable  as  a  reasonable  alternative  to  the  "completed 
transaction"  method  for  all  long-term  governmental  investment  funds.   However, 
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until  such  time  as  the  APB  (Reorganized,  reconstituted  and  renamed  the  Finan- 
cial Accounting  Standards  Board  effective  January  1,  1973)  issue  an  interpre- 
tive statement  on  the  subject,  any  departures  from  the  "completed  transaction" 
method  of  accounting  for  security  gains  and  losses  should  be  fully  disclosed 
in  any  published  financial  statements,  along  with  the  dollar  affect  of  the 
departure, 

III.   The  controversy  noted  above  has  resulted  in  some  confusion  insofar 
as  proper  accounting  for  gains  and  losses  on  securities  traded,  and  the  record- 
ing of  securities  acquired  at  the  proper  book  cost. 

Our  examination  of  security  trades  disclosed  that  had  these  swaps  during 
the  year  ended  June  30,  1972,  been  properly  recorded  by  the  Investment  Divi- 
sion on  a  "completed  transaction"  basis,  the  book  loss  sustained  would  amount 
to  $852,243.   This  loss  is  computed  by  taking  the  difference  between  book 
cost  and  selling  price  at  the  date  of  sale.  While  our  computations  indicate 
a  loss,  the  annual  report  of  the  Investment  Division  shows  a  net  gain  of 
$260,580,  with  no  explanation  of  how  this  gain  was  computed.   As  observed 
above,  the  "completed  transaction"  method  is  the  only  presently  accepted 
method  of  accounting  for  losses,  and  any  departures  from  this  method  should 
have  been  fully  disclosed  in  the  report. 

The  loss  of  $852,243  was  computed  by  using  par  value  as  book  value  for 
the  Trust  and  Legacy,  Workmens'  Compensation,  Volunteer  Firemens'  and  Highway 
Patrolmens'  Funds,  since  this  value  has  been  carried  for  years  by  these  funds 
as  their  book  value.  Also,  any  previous  premium  or  discounts  on  acquisitions 
have  been  cleared  to  current  income  and  distributed,  in  the  case  of  Trust 
and  Legacy.  We  did  not,  therefore,  attempt  to  recompute  the  correct  amortized 
book  value.  Had  we  done  so,  the  computed  loss  would  have  been  somewhat  less. 
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The  gain  of  $260,580  as  shown  by  the  Investment  Division  was  apparently 
computed  by  tabulating  the  net  cash  difference  on  all  the  trades.  However, 
even  using  this  simplified  method  of  computation,  the  gain  has  been  over- 
stated by  $137,962,  due  to  inclusion  of  interest  received  ($17,863)  in  sale 
proceeds,  and  non-deduction  of  premium  paid  on  several  acquisitions ($120,099) . 
The  total  net  gain  realized  on  a  straight  cash  difference  basis  should 
therefore  amount  to  $122,618. 

The  net  security  gain  (computed  on  the  basis  of  net  cash  difference 
above)  of  $122,618  on  these  exchanges  has  been  recorded  in  this  manner 
on  the  Central  Accounting  records  during  the  fiscal  year  ended  June  30, 
1972.   The  effect  on  the  State  Central  Accounting  records  for  the  year 
is  that  the  book  losses  of  $852,243  have  been  cleared  against  current  income 
on  a  "completed  transaction"  basis,  however,  the  net  loss  has  then  been 
offset  by  net  discounts  on  the  securities  acquired  in  the  amount  of  $974,861, 
to  show  a  net  gain  of  $122,618.  The  net  result,  therefore,  on  the  records 
as  of  June  30,  1972,  is  that  net  discounts  on  trade  acquisitions  of  $974,861 
have  been  improperly  recorded  as  income  instead  of  being  properly  amortized, 
and  also,  that  the  purchase  costs  of  securities  acquired  are  overstated 
by  a  like  amount. 

However,  we  further  note,  that  in  picking  up  book  values  on  the  invest- 
ment portfolio  inventory  as  of  June  30,  1972,  the  Investment  Division  has 
now  recorded  the  proper  acquisition  costs  on  all  these  security  acquisi- 
tions with  the  exception  of  $16,219  in  net  premiums  not  properly  reflected 
in  the  Trust  and  Legacy  inventory  records. 

Since  the  net  discount  of  $974,861  was  immediately  recorded  as  income 
in  the  fiscal  year  ended  June  30,  1972,  and  is  now  again  reflected  as  a 
discount  on  inventory  records,  it  now  appears  that  the  discount  will  again 
be  recorded  a  second  time  as  income  through  amortization  in  future  years. 
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IV.   Certain  peculiar  accounting  problems  have  arisen  with  regard  to 
the  handling  of  discounts,  premiums,  security  gains  and  security  losses 
sustained  through  the  Montana  Trust  and  Legacy  Fund  due  to  constitutional 
restrictions.   The  present  (old)  state  constitution.  Article  XXI,  Section 
3  states  in  part: 

"All  contributions  for  the  state  permanent  revenue  fund,  for  the  state 
permanent  school  fund,  and  for  the  permanent  revenue  fund  for  the 
University  of  Montana,  shall  be  added  to  such  funds  respectively  and 
become  inseparable  and  inviolable  parts  thereof." 
Section  8,  Article  XXI  relating  to  the  trust  and  legacy  fund  also  states 
in  part: 

"All  existing  constitutional  guarantees  against  losses  or  diversion 
applying  to  the  public  school  fund,  to  the  funds  of  the  State  University 
and  to  the  funds  of  all  other  state  institutions  of  learning  shall 
remain  in  full  force  and  effect." 
Section  17  of  the  same  Article  appoints  the  justices  of  the  Supreme  Court 
as  a  supervisory  board  over  the  entire  administration  of  all  funds  created 
or  authorized  by  this  Article,  and  the  income  therefrom. 

The  justices  of  the  Supreme  Court  in  per  curiam  ruling  10732,  decided 
January  13,  1964,  gave  several  interpretations  of  Article  XXI: 

"1.   Constitutional  provision,  that  original  amounts  of  all  contribu- 
tions for  State  Permanent  Revenue  Fund,  State  Permanent  School  Fund, 
State  Permanent  School  Fund  and  Permanent  Revenue  Fund  for  University 
of  Montana  should  be  "inseparable  and  inviolable  parts  thereof  meant 
only  that  principal  of  such  funds  could  not  be  reduced  below  total  amount 
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of  donations  from  which  funds  were  established;  and  since  income  produc- 
ed from  investments  was  required  to  be  used  to  enhance  principal,  the 
rule  of  inviolability  of  initial  donations  would  not  in  all  likelihood, 
preclude  sale  of  securities  at  less  than  their  purchase  price  or  purchase 
of  securities  at  a  premium." 

2.  "General  authority  to  invest  and  administer  fundsincludes  authority 
to  administer  investments  in  a  manner  consistent  with  the  realities 

of  securities  market;  and  implied  authority  existed  to  sell  securities 
of  the  Trust  and  Legacy  Fund." 

3.  Constitutional  requirement  that  -  -  -  funds  remain  "inviolate", 
meant,  at  least,  that  principal  could  not  for  any  reason  be  permanently 
impaired,  such  as  by  direct  application  of  principal  to  educational 
purposes  or  diversion  to  non- educational  purposes". 

4.  "Constitutional  mandate  that  invested  funds  -  -  -  be  devoted  to 
maintenance  and  perpetuation  of  such  institutions  is  satisfied  whether 
interest  is  devoted  directly  or  indirectly  to  maintenance  and  perpetua- 
tion of  such  institutions  and  there  is  no  violation  of  constitutional 
requirement  when  some  interest  is  allocated  to  restoration  of  temporary 
loss  of  principal  if  the  over-all  effect  is  to  improve  income  posture 
of  the  funds". 

5.  "Because  of  the  provision  that  principal  of  the  fund  created  by 
sale  of  lands  granted  for  support  of  agricultural  colleges  should  for- 
ever remain  unimpaired  and  undiminished,  securities  purchased  with  funds 
created  from  the  sale  of  such  lands  could  not  be  sold  for  less  than 
purchase  price  or  face  value". 
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6.   "Neither  legislation  nor  constitutional  amendment  would  be  effec- 
tive to  overcome  barriers  to  discount  sales  of  securities  purchased  with 
funds  created  from  sale  of  lands  granted  for  the  support  of  agricultural 
colleges." 

In  the  past,  the  constitutional  restrictions  discussed  above  have  been 
interpreted  whereby  all  Trust  and  Legacy  funds  have  been  carried  at  par 
value  which  was  assumed  to  represent  principal)  and  any  discounts  or  premiums 
on  purchase  were  immediately  written  off  against  current  income.  Administra- 
tors were  very  reluctant  to  exchange  any  low-yield  investments  for  higher 
yielding  issues,  for  fear  of  sustaining  a  loss  of  principal,  in  spite  of 
the  need  for  portfolio  improvement.   Any  gains  or  losses  sustained  were 
cleared  against  current  income  in  order  to  maintain  the  investment  fund 
itself  at  par  value.   These  practices  were  contrary  to  generally  accepted 
accounting  principles  whereby  investments  are  to  be  recorded  at  cost,  with 
any  related  discounts  or  premium  being  amortized  over  the  life  of  the 
security.   Also,  the  immediate  clearing  of  discounts  to  current  income 
resulted  in  a  distribution  of  principal,  which  was  contrary  to  the  constitu- 
tional intent.   In  addition,  if  a  uniform  deferral  and  amortization  method 
of  accounting  for  security  gains  and  losses  discussed  earlier  in  this 
section  is  accepted  as  a  proper  method,  then  the  clearing  of  security  gains 
and  losses  against  current  income  would  not  be  acceptable  and  would  be 
contrary  to  the  uniform  method  established  for  all  other  funds. 

All  premiums  and  discounts  on  any  security  acquisitions,  as  well  as 
any  gains  or  losses  on  dispositions,  should  be  deferred  and  amortized  over 
the  security  life,  in  order  to  preserve  intact  the  original  principal  fund 
balance  of  Trust  and  Legacy  Funds. 
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Recommendations 

We  recommend  the  following: 

1.  Development  by  the  Board  of  Investments  of  a  uniform  policy 
for  recording  of  security  gains  and  losses.   It  is  our  feeling 
that  the  deferral  and  amortization  method  is  an  acceptable 
alternative  for  this  type  of  long-term  investment  fimd,  if  fully 
disclosed  in  any  published  statements. 

2.  Development  of  proper  written  procedures  by  the  Investment 
Division  outlining  a  proper  and  uniform  accounting  treatment 
for  security  gains  and  losses  for  all  state  agencies. 

3.  Security  inventories  of  the  Investment  Division  and  other 
agencies  involved  should  be  adjusted  for  the  discrepancies  noted 
in  our  examination  to  reflect  proper  investment  costs. 

4.  The  Department  of  Lands  and  the  Workmens  Compensation  Division 
should  be  advised  of  errors  in  recording  of  security  costs,  and 
advised  to  adjust  their  security  investment  costs  to  be  in  agree- 
ment with  the  Investment  Division  inventory  as  of  June  30,  1972. 
They  should  also  be  advised  of  the  proper  method  of  recording 
investment  acquisitions  on  their  records  in  order  to  be  in  agree- 
ment with  the  Investment  Division  records. 

5.  The  book  loss  of  $852,243  should  be  set  up  and  amortized 
from  July  1,  1972  forward.   If  this  is  not  done,  investment 
yields  on  these  exchange  acquisitions  will  be  over-stated  for 
the  next  twenty  years,  since  the  discounts  are  being  amortized. 
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Department  of  Administration  Reply    (pages   7-9) 

"The  Board  has  adopted  the  deferral  method  of  accounting 
for  bond  swaps  and  not  the  completed  transaction  method 
as  used  by  the  auditors  to  compute  the  reported  loss. 

"The  auditors  erroneously  used  par  value  for  the  cost  of 
the  bonds  sold  in  calculating  the  gain  or  loss. 

"The  net  discounts  of  $974^861   have  not  been  immediately 
included  in  income  as  stated  on  page  19  of  the  audit  report. 
Therefore 3    the  auditor  's  conclusion  that  it  now  appears 
that  the  discount  will  again  be  recorded  a  second  time  as 
income  through  amortization  in  future  years  is  also  in 
error.  " 

Comments  on  Reply   (pages  2,   4) 

"The  amount  of  the  computed  book  loss  on  swaps  does  not 
change  whether  the    'deferral '  or  completed  transaction 
method  is  used.    .    .    . 

".    .    .    the    'completed  transaction'  method  is  still  the 
only  recognized  method  and  any  departure  from  this  method 
should  be  fully  disclosed  in  any  published  financial 
statements. 

"The  auditors  did  not    'erroneously'  use  par  value  in 
computing  the  amount  of  book  loss;  par  value  was  deliber- 
ately used  since  this  was  also  book  value  for  several  of 
the  major  funds. 

"Our  conclusion  that  discounts  on  securities  acquired 
through  swaps  had  been  cleared  through  current  income  by 
state  central  accounting  was  based  on  a  false  assumption. 
However,   discounts  were  run  through  current  income  on 
agency  records  for  those  funds  which  were  still  carrying 
their  investments  at  par.     This  problem  should  be  corrected 
if  these  investments  are  subsequently  adjusted  to  the 
correct  amortized  cost  value  and  fund  balances  are  also 
accordingly  adjusted  downwards. " 
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PUBLIC  EKPLOYEES'  RETIREMENT  SYSTEM  -  STRAIGHT  LINE 
AMORTIZATION  OF  PREMIUMS  AND  DISCOUNTS 


In  our  recent  report  on  examination  of  the  Public  Employees'  Retire- 
ment Division,  we  recommended  that  the  amortization  of  premiums  and  discounts 
be  re-computed  on  a  "straight  line"  basis  rather  than  the  "scientific"  basis 
as  of  June  30,  1972.   This  was  to  be  accomplished  prior  to  entry  of  the  PERS 
security  inventory  data  into  the  centralized  portfolio  accounting  system 
being  initiated  by  the  Investment  Division. 

After  further  review  and  discussion  of  the  question,  and  re-computation 
of  amortized  cost  on  a  straight  line  basis  as  of  June  30,  1972,  we  have  come 
to  these  further  conclusions: 

1.  The  difference  in  amortized  book  cost  as  of  June  30,  1972  in  using  the 
straight-line  method  amounts  to  $40,118;  the  book  value  being  that 

much  less  using  the  "straight  line"  as  opposed  to  the  "scientific" 
amortization  method.  This  amount  is  not  material  when  considering 
an  80  million  dollar  investment  portfolio. 

2.  The  process  of  entering  this  adjustment  into  the  computerized  detail 
inventory  records  already  set  up  would  be  an  unwieldy  and  time  consum- 
ing task. 

Recommendation 

1.   Upon  reconsideration  of  the  materiality  and  problems  involv- 
ed, it  is  our  opinion  that  the  amortized  book  value  of  PERS  security 
investments  should  not  be  adjusted  to  the  straight  line  method 
as  of  June  30,  1972. 
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PREMIUMS  AND  DISCOUNT  ON  PURCHASES 

It  is  noted  that  original  variations  in  accounting  methods  utilized 
by  the  agencies  for  recording  premiums  and  discounts  on  securities  purchased 
still  exist  despite  centralization  of  these  investments  and  their  account- 
ability. More  specifically,  it  was  noted  that  the  Workmen's  Compensation 
Division  is  still  recording  on  their  books  all  investment  purchases  at  par 
with  an  immediate  write  off  of  any  premium  or  discount  against  current 
income . 

This  practice  is  not  consistent  with  policies  implemented  by  the  Board 
of  Investments. 

Recommendation 

Recommend  that  Investment  Division  personnel  cooperate  with  the 
Workmens'  Compensation  Division  to  insure  that  their  methods  of  record- 
ing are  uniform  and  consistent  with  all  other  agencies. 
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INVESTMENT  RECEIPTS 

Many  investment  receipts,  in  the  form  of  interest  payments  and  principal 
redemptions,  are  still  being  received  at  the  agency  level. 
Recommendation 

We  would  suggest  cooperation  between  the  Investment  Division  and 
the  State  agencies  involved  in  the  investment  process  towards  achiev- 
ing complete  transfer  of  the  receiving  function  for  all  investment 
transactions  to  the  Investment  Division  as  soon  as  practicable. 
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TEACHERS  RETIREMENT  SYSTEM  (T.R.S.)  RECONCILIATION 
AND  DOCUMENTATION  PROBLEMS 


Through  auditing  procedures  at  the  agency  level,  several  problem  areas 
were  noted  at  T.R.S,  which  are  worthy  of  mention. 

In  reconciling  investment  control  figures  from  the  Investment  Division 
to  T.R.S.   general  ledger  controls, a  difference  was  disclosed  in  the  amount 
of  $18,755.   This  reconciliation  problem  was  in  existence  prior  to  our  audit 
work,  evidently  no  work  had  been  undertaken  on  the  problem  since  T.R.S, 
personnel  were  unaware  of  the  discrepancy. 

Our  security  control  figures  presented  in  Exhibit  A  for  T.R.S.  are  in 
excess  of  the  T.R.S.  general  ledger  control  in  the  amount  mentioned.  We 
have  accepted  the  Investment  Division  figures  to  be  correct  since  they  balance 
with  the  detail  security  listings  compiled  and  furnished  by  T.R.S.   It  should 
be  noted,  however,  that  the  detail  listings  are  not  in  agreement  with  the 
T.R.S.  general  ledger. 

Another  problem  area  noted  at  T.R.S.  was  the  generally  chaotic  condi- 
tion of  documentary  evidence  in  the  real  estate  mortgage  investment  area. 
The  audit  work  brought  forth  the  lack  of  a  systematic  procedure  for  updating 
and  reviewing  mortgage  files  for  completion.   On  certain  mortgage  invest- 
ments we  were  unable  to  locate  such  basic  documents  as  the  mortgage  assign- 
ments, appraisals,  credit  reports  and  insurance  policies.   The  need  for  a 
formal  audit  program  on  mortgage  investments  at  the  bank  level  is  mention- 
ed elsewhere  in  this  report.   However,  we  also  feel  more  definite  steps  in 
this  area  should  be  taken  at  the  agency  level,  namely  at  T.R.S.  and  the 
Workmen s '  Compensation  Division  to  assure  and  maintain  proper  documentation 
of  all  essential  data  relevant  to  these  investments. 
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A  present  unreconciled  difference  in  the  cash  balance  of  approximately 
2  million  dollars  exists  between  the  T.R.S.  general  ledger  and  Central  Account- 
ing records.   This  variance  has  been  in  existence  since  July  1,  1972. 

A  general  lack  of  time  by  personnel  was  the  factor  contributing  to  the 
non-reconciliation  of  this  difference. 

Recommendations 

We  recommend  that  the  Teachers'  Retirement  System: 

1.  Take  immediate  action  towards  reconciling  the  investment 
control  differences  between  their  general  ledger  and  detail 
security  listing,  as  of  June  30,  1972.  All  reconciling  dif- 
ferences should  be  given  to  the  Investment  Division  and  Central 
Accounting,  for  adjustment  of  their  records  as  necessary. 

2.  Take  immediate  steps  towards  updating  mortgage  files  and 
establishing  a  more  consistent  program  for  auditing  of  banks 
which  service  real  estate  mortgages. 

3.  Take  immediate  action  to  clear  up  the  unreconciled  dif- 
ference in  the  cash  balance,  which  exists  between  T.R.S.  and 
Central  Accounting. 
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COMMENTS  RELATING  TO  THE  COMPUTERIZED  PORTFOLIO  ACCOUNTING  SYSTEM 

Neither  the  scope  of  this  examination  nor  time  limitations  imposed 
permitted  an  in-depth  evaluation  of  the  recently  programmed  portfolio  manage- 
ment system. 

Our  review  was  confined  to  a  scanning  of  reports  being  produced  by  the 
new  system.  We  also  reviewed  a  summary  outlining  highlights  of  the  new 
system. 

From  this  brief  review  our  initial  reaction  is  that  the  system  is  a 
very  thorough  and  sophisticated  instrument  which  should  be  able  to  produce 
all  the  data  and  accounting  information  necessary  for  proper  control  and 
management  of  the  state's  investment  portfolio. 

Of  prime  concern  to  us  was  control  over  input  data  to  the  end  that 
data  produced  would  be  reliable  and  accurate.  We  did  reconcile  the  total 
inventory  of  securities  (both  par  value  and  amortized  book  cost)  as  generat- 
ed by  the  new  system  as  of  June  30,  1972  to  balances  as  shown  by  the  agencies 
detail  records.  We  also  used  this  inventory  listing  as  our  control  in  the 
physical  examination  of  securities  in  the  custody  of  the  Treasurer. 

We  are  satisfied  that  there  are  sufficient  controls  and  internal  checks 
built  into  the  system  to  catch  any  discrepancies  in  recording  acquisitions 
and  collection  transactions,  providing  that  the  system  is  used  properly  as 
designed.  These  system  control  features  will  be  fully  effective,  however, 
only  if  the  exception  and  discrepancy  listings  generated  by  the  system  are 
properly  followed  up  and  adjusted  by  Investment  Division  personnel  on  a 
current  and  timely  basis. 

The  new  system  as  designed  will  keep  all  the  necessary  detail  records 
for  all  state  securities  for  each  fund  and  agency;  as  well  as  income  from 
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these  securities.   It  will  also  generate   the  necessary   entries 
for  the  general  ledger  control  accounts  maintained  by  the  Central  Account- 
ing Bureau.  When  the  system  is  fully  operational  and  checked  out,  there 
should  be  no  further  need  for  the  agencies,  the  State  Treasurer,  or  the 
State  Auditor  to  maintain  any  detail  security  accounting  records.   They 
will  receive  all  necessary  copies  of  reports  generated  by  the  system,  which 
should  provide  all  the  detail  records  necessary  for  their  purposes  as  a 
control. 

Recommendations 

1.  We  recommend  that  when  the  system  is  fully  operational,  the 
Investment  Division  establish  proper  and  adequate  written  procedures 
for  follow-up  of  all  exceptions  and  discrepancy  listings  produced 

by  the  data  system,  by  the  appropriate  designated  person  in  the 
Division.   This  should  be  a  person  who  does  not  originate  source 
documents  and  the  original  recording. 

2.  We  recommend  that  the  Investment  Division  prepare  written 
procedures  for  distribution  through  the  Department  of  Administra- 
tion (Management  Memos)  outlining  proper  handling  by  all  agencies 
of  the  various  investment  transactions;  just  how  the  new  system 
works,  and  what  investment  reports  the  agencies  will  receive. 
There  seems  to  be  a  lack  of  written  communication  in  this  area, 
and  the  agencies  should  be  informed. 

3.  When  the  investment  accounting  system  is  completely  operational, 
the  Investment  Division  through  the  Department  of  Administration 
should  issue  an  advisory  to  all  agencies  to  discontinue  the  practice 
of  keeping  manual  parallel  detail  investment  records  displaced  by 
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the  new  system.  This  should  be  accomplished  as  soon  as  possible, 
in  order  to  eliminate  the  unnecessary  duplication  of  effort  which 
now  exists. 
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INVESTMENT  ACTIVITY  -  DOCUMENTATION 

Our  audit  work  in  many  areas  of  Investment  Division  activities  has 
given  rise  to  questions  regarding  an  excess  of  documentary  forms  and  pos- 
sible duplication  of  effort. 

In  the  areas  of  purchasing,  selling,  collecting  and  controlling,  it 
seems  possible  that  a  consolidation  of  forms  could  result  in  less  paper 
work,  and  help  curb  this  common  problem  found  in  many  state  agencies. 

In  investment  purchasing  three  basic  forms  are  utilized;  these  are 
the  purchase  advice;  notice  of  direct  bank  debit  (credit);  and  the  security 
receipt.   A  close  review  of  the  general  format  including  information  and 
general  distribution  of  each  form  leads  us  to  the  conclusion  that  there  may 
be  a  possibility  for  consolidating  all  these  forms  into  one  form.   If  this 
process  of  consolidation  were  properly  handled  we  feel  that  the  documentary 
requirements  of  all  agencies  involved  could  be  satisfied. 

In  investment  selling,  redeeming  and  collecting,  three  basic  forms 
are  also  utilized;  the  collection  advice;  collection  report;  and  the  security 
release  and  transmittal.   Here  again,  it  seems  that  the  possibility  exists 
for  consolidation  of  all  three  forms.   One  problem  area  may  arise  here,  in 
that  the  collection  report  is  a  universally  used  state  form,  and  not  totally 
unique  to  the  investment  function.   Other  than  this  point,  which  may  bar  con- 
solidation of  all  three  forms,  it  would  seem  that  at  the  very  least  the 
other  two  forms  mentioned  could  be  combined  and  adapted  to  serve  require- 
ments of  all  the  agencies  involved. 

As  a  final  point  it  seems  questionable  how  valuable  many  of  these  forms 
are  presently  and  how  valuable  they  will  continue  to  be  in  the  future  to  many 
of  the  agencies  now  on  the  distribution  list.  We  feel  that  once  the  invest- 
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ment  accounting  system  is  fully  operational  it  is  possible  that  many  of  the 
agencies  presently  receiving  these  documents  could  be  eliminated,  due  to  the 
fact  that  information  will  be  more  readily  available  on  a  centralized  basis. 
Recommendation 

We  recommend  that  the  Investment  Division: 

1.  Make  an  evaluation  of  the  present  forms  utilized  by  their 
division.   This  may  best  be  accomplished  by  seeking  assistance 
from  the  Management  Systems  Bureau  for  the  evaluation. 
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INVESTMENT  INVENTORY 

As  a  part  of  our  audit  a  physical  examination  of  securities  in  the 
custody  of  the  State  Treasurer  was  undertaken  as  of  June  30,  1972.   Our 
tests  involved  an  actual  physical  count  and  examination  of  investments 
selected  by  a  random  sampling  technique. 

The  tests  resulted  in  an  actual  count  and  examination  of  slightly  more 
than  42%  of  the  total  number  of  securities  in  the  custody  of  the  State 
Treasurer. 

The  only  significant  exception  noted  in  our  test  was  that  one  time 
deposit  certificate  was  found  to  be  in  the  hands  of  the  State  Treasurer, 
but  not  on  the  inventory  control  listing  furnished  by  the  Board  of  Invest- 
ments.  This  particular  exception  was  brought  to  the  attention  of  Invest- 
ment Division  personnel  and  subsequently  cleared  up. 

Numerous  other  minor  exceptions  were  also  noted  in  the  area  of  des- 
criptive data  on  the  securities  as  compared  to  data  on  the  inventory  list- 
ing, as  well  as  security  location  codes  on  the  listing  as  compared  to  the 
actual  physical  location  of  securities. 

A  problem  of  the  actual  physical  location  of  state  securities  was  noted 
in  conjunction  with  safe-keeping  receipts  being  held  by  the  State  Treasurer 
in  place  of  the  actual  securities  which  are  physically  located  outside  the 
Treasurer's  control. 

Although  the  maintenance  of  safekeeping  receipts  in  lieu  of  actual 

securities  is  a  commonly  accepted  practice  in  the  investment  world,  it  comes 

into  direct  conflict  with  Section  79-201,  R.C.M.  1947,  which  requires  that 

the  State  Treasurer  be  custodian  of  all  securities  owned  by  the  state. 

This  same  problem  was  presented  in  the  Legislative  Auditor's  report  on 

physical  count  and  accountability  of  state  investments  in  securities  dated 
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December  14,  1971.  The  recommendation  made  in  the  Legislative  Auditor's 
report  requesting  legal  clarification  as  to  the  requirements  of  Section 
79-201,  R.C.M.  1947,  has  not  yet  been  rectified. 

In  attempting  to  locate  certain  securities  contained  within  the  Treasurer's 
general  fund  portfolio,  a  lack  of  proper  control  was  noted  in  that  treasury 
personnel  had  no  knowledge  as  to  the  location  of  some  securities  or  proper 
safekeeping  receipts  related  to  the  securities.   The  custodial  function 
in  the  Treasurer's  office  has  been  segregated  between  the  Treasurer's  own 
portfolio  securities  and  all  other  securities  in  the  Treasurer's  hands. 
Just  as  the  segregation  is  made  regarding  securities  so  is  a  segregation 
made  between  persons  controlling  the  securities  within  the  Treasurer's  office. 
A  designated  bond  clerk  has  the  sole  responsibility  of  controlling  all  state 
securities  other  than  those  in  the  Treasurer's  portfolio.   The  other  person 
involved  in  controlling  treasury  portfolio  securities  is  not  a  full  time 
bond  clerk,  and  therefore  the  degree  of  efficiency  has  been  somewhat  impair- 
ed.  The  problem  of  locating  the  securities  or  related  information  as  pre- 
viously noted  was  subsequently  cleared  up  by  locating  safekeeping  receipts 
for  these  securities.   These  receipts  had  been  tucked  in  a  file  cabinet  and 
due  to  a  turnover  in  personnel,  the  present  clerk  had  no  knowledge  regard- 
ing the  whereabouts  of  the  securities.  We  feel  this  problem  could  be  eliminat- 
ed if  custodial  control  of  all  securities  (including  the  treasury  portfolio) 
was   delegated  to  one  full  time  employee. 

A  general  lack  of  knowledge  regarding  repurchase  agreements  was  also 
noted  in  the  Treasurer's  office.   No  concrete  evidence  of  ownership  either 
in  the  form  of  the  securities  or  safekeeping  receipts  was  available  in  the 
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Treasurer's  office  for  verification  of  the  June  30,  1972  outstanding  balance 
of  33.5  million  dollars.   Due  to  the  nature  and  life  of  a  repurchase  agree- 
ment it  is  practically  impossible  to  expect  either  form  of  ownership  evidence 
to  be  available.   We  do  feel,  however,  that  control  should  be  established 
by  Treasury  personnel  to  assure  a  higher  degree  of  compliance  with  legal 
requirements  of  Sec.  79-201,  as  mentioned  previously,  and  action  should  be 
taken  to  recognize  this  form  of  investment  in  the  statutes. 

We  note  comments  in  a  prior  report  on  the  State  Treasurer  made  by  the 
Legislative  Auditor,  dated  June  24,  1970,  relating  to  statutory  requirements 
for  collateralizing  state  funds  on  deposit  in  banks.   The  statute  mentioned 
is  Section  79-301,  R.C.M.  1947,  which  provides  that  depository  banks  must 
pledge  collateral  in  an  amount  at  least  equal  to  the  amount  of  state  funds 
on  deposit  that  are  in  excess  of  amounts  guaranteed  or  insured  according 
to  law.   Paragraph  2  of  the  statute  provides  a  description  of  the  type  of 
securities  which  are  acceptable  as  collateral.   The  Legislative  Auditor, 
also  raised  a  question  regarding  proper  valuation  (par  or  market)  of  col- 
lateral, which  is  not  clearly  stated  by  this  particular  Section. 

We  support  the  comments  made  by  the  Legislative  Auditor  and  have  conclud- 
ed through  our  limited  contacts  with  the  Treasurer's  office  that  no  definite 
remedial  action  has  been  taken  with  regard  to  these  statutory  questions. 

It  is  noted  however,  that  under  the  Executive  Reorganization  Act,  para- 
graph 82A-205,  subparagraph  (1) (g)  and  subparagraph  (2),  all  duties  under 
section  79-301,  R.C.M.  1947  (pertaining  to  collateralization)  previously 
assigned  to  the  State  Depository  Board,  have  been  reassigned  to  the  Invest- 
ment Board. 


-36- 


Also  noted  was  continuation  of  the  practice  of  carrying  surplus  treasury 
cash  investments  under  the  caption  of  "cash  and  cash  items"  by  the  Treasury 
Department.   Recommendations  in  this  area  were  made  by  the  Legislative  Auditor 
in  his  prior  report.  We  found  this  to  be  highly  misleading,  and  concur  with 
recommendations  made  by  the  Legislative  Auditor  in  this  area. 

A  problem  regarding  partial  redemptions  of  securities  was  encountered 
in  our  inventory  process.  We  noticed  a  difference  in  values  carried  on  the 
inventory  listing  as  compared  to  actual  value  shown  on  the  securities  them- 
selves.  No  formal  policy  is  followed  of  maintaining  intact  with  the  actual 
securities  an  amortization  schedule  on  serial  securities  or  on  securities  hav- 
ing a  range  of  call  dates.   In  most  cases  where  securities  are  callable  in 
installments,  they  are  not  remitted  for  reissuance  at  their  revised  value. 
We  feel  that  it  would  be  most  beneficial  that,  so  long  as  the  Treasurer  is 
responsible  in  a  custodial  capacity,  he  be  assisted  by  implementing  a  uniform 
system  for  maintaining  accurate  data  on  actual  value  of  securities  in  his 
custody. 

In  reference  to  proper  valuation  of  securities  for  the  Treasurer's  custo- 
dial function,  we  would  also  recommend  that  the  Treasurer  maintain  control 
figures  for  total  par  value  of  all  securities  under  his  custodial  control. 
Utilization  of  this  control  should  be  made  by  the  Treasurer  to  maintain  a 
monthly  dollar  value  check  with  reports  generated  by  the  Investment  Division. 

As  a  final  note  in  the  inventory  area,  we  became  aware  of  the  fact  that 
the  bond  clerk  was  involved  in  inventorying  all  securities  in  the  custody 
of  the  Treasurer.  We  inquired  about  any  major  discrepancies  uncovered  in 
his  inventory  count.   All  such  discrepancies  had  previously  been  noted  in 
our  examination,  and  brought  to  the  attention  of  responsible  personnel. 
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We  would  suggest  utilization  of  the  bond  clerk's  inventory  by  the  Investment 
Division  to  properly  update  investment  inventory  for  any  discrepancies  in 
descriptive  information  noted. 

We  noted  the  need  for  a  better  system  of  maintaining  and  controlling 
securities  within  the  Treasurer's  vault.   Our  information  indicated  that 
a  numerical  system  was  in  the  process  of  installation,  but  we  noted  a  need 
for  definite  action  in  this  area. 

We  believe  the  need  exists  for  a  more  thorough  evaluation  of  many  of 
the  items  discussed  above.   In  the  meantime,  the  following  recommendations 
are  offered  as  immediate  steps  to  lessen  the  magnitude  of  the  problems 
mentioned.  We  have  segregated  the  recommendations  between  those  related 
to  Board  of  Investment  duties,  those  related  to  the  State  Treasurer's 
duties  and  those  related  to  action  necessary  by  both  agencies. 
Recommendations 

We  recommend  that  the  Board  of  Investment's: 

1.  Fully  explore  statutes  with  reference  to  their  assigned 
responsibilities  and  duties  as  State  Depository  Board. 

2.  Secure  a  listing  of  inventory  exceptions  noted  by  the 
Treasurer's  office.   Follow-up  to  assure  that  all  exceptions 
are  properly  incorporated  in  the  investment  accountability 
system. 

We  recommend  that  the  State  Treasurer: 

1.   Consolidate  custodial  functions  for  all  securities  under 
the  Treasurer.   These  duties  should  be  delegated  to  one  employee 
(preferably  the  bond  clerk)  thus  deleting  prior  responsibility 
given  the  cashier  for  maintaining  custody  of  the  general  treasury 
fund  portfolio. 
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2.  Complete  an  inventory  of  the  treasury  portfolio,  in  addi- 
tion to  the  inventory  presently  in  process  of  all  other  secur- 
ities in  his  custody. 

3.  Seek  to  obtain  complete  custodial  control  of  all  state 
investments  after  legal  clarification  of  custodial  responsibil- 
ity is  obtained,  or  document  the  reasons  why  such  cannot  be 
done. 

4.  Discontinue  showing  surplus  treasury  cash  invested  as  "Cash 
and  Cash  Items"  and  show  as  investments. 

5.  Implement  a  system  of  maintaining  dollar  control  figures 
for  securities  in  the  Treasurer's  custody,  based  on  par  value. 
Prove  accuracy  of  this  control  figure  by  monthly  reconcilia- 
tion to  Investment  Division  control  totals. 

6.  Complete  the  inventory  of  all  securities  presently  in  process, 
and  submit  in  detail  all  findings  to  the  Board  of  Investments 

so  the  detail  investment  listings  can  be  properly  adjusted 
for  any  exceptions. 
We  recommend  that  the  Investment  Board  in  conjunction  with  the 
State  Treasurer: 

1.  Seek  legal  clarification  as  to  the  requirements  of  Section 
79-201,  R.C.M.  1947,  as  it  pertains  to  the  custody  of  securities 
and  utilization  of  safekeeping  receipts. 

2.  Formulate  a  complete  organization  plan  specifically  out- 
lining in  writing  the  duties  and  requirements  of  each  agency 
involved  in  the  investment  process. 
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3.  In  the  formulation  of  the  above  plan,  specifically  establish 
guidelines  regarding  processes  for  handling  repurchase  agree- 
ments in  order  to  comply  with  statutes  regarding  custody,  and 

the  need  for  proof  of  ownership  in  this  area. 

4.  Seek  legal  clarification  of  Paragraph  2  of  79-301,  R.C.M. 
1947  regarding  statutory  requirements  for  collateralizing  state 
funds  on  deposit  in  banks. 

5.  In  formulating  a  plan  implement  definite  procedures  to  be 
followed  to  remedy  problems  regarding  partial  redemptions. 
Establish  a  system  which  will  assure  that  the  Treasurer  has 
the  proper  face  value  of  serial  bonds  attached  to  said  bonds 
so  proper  valuation  is  obvious. 
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Depca>tment  of  Administration  Reply   (page  14) 

"We  do  not  eoncvr  with  this  reoormiendation.  Paying 
agents  generally  do  not  issue  new  certificates  when 
partial  redemptions  are  made.  They  merely  indicate 
the  new  balance  on  the  back  of  the  old  certificate . " 

Comments  on  Reply   (page  4) 

"The  response  does  not  specifically  reply  to  the  problem 
as  noted  on  Page  27,  Paragraph  2  of  our  report.     We  noted 
securities  in  the  Treasurer's  vault  where  there  had  been 
partial  redemptions  and  the  securities  had  apparently  not 
been  remitted  to  the  paying  agent  for  proper  entry  on  the 
back  of  the  old  certificate.      Therefore,    the  securities 
themselves  did  not  reflect  the  partial  redemptions  and 
properly  revised  face  values. " 
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CUSTODIANSHIP  OF  SECURITIES 

Section  79-201  RCM  states:  "The  State  Treasurer  shall  be  the  custodian 
of  all  monies  and  securities  of  the  state  unless  otherwise  expressly  provid- 
ed by  law. 

Section  79-306  RCM  states  in  part:   "All  departments  of  state  govern- 
ment located  at  the  capital  shall  deposit  with  the  state  Treasurer  daily 
all  monies,  credits,  evidences  of  indebtedness  and  securities  received". 

In  our  examination  at  the  Treasurer's  office  and  the  different  agencies 

involved,  we  noted  that  the  following  investment  securities  were  not  in 

the  actual  physical  custody  of  the  Treasurer: 

Real  Estate  Mortgages  $47,558,561 

FHA  Notes  1,663,526 

University  System  Investments      15,882,897 

$65.104.984 

The  FHA  notes  are  kept  under  memo  control  by  the  Treasurer,  however, 
no  record  at  all  is  kept  for  the  real  estate  mortgages  and  certain  University 
System  investments  not  under  the  control  of  the  Board  of  Investments  or  the 
Treasurer. 

Therefore,  the  Treasurer  not  only  does  not  have  physical  custody  of 
$65,104,894  in  state  investments,  but  his  record  of  state  investments  is 
understated  by  $63,441,458. 

Real  estate  mortgage  notes  are  usually  kept  in  the  hands  of  the  banks 
which  service  these  mortgages.   Files  are  kept  by  PERS  and  the  Teachers' 
Retirement  System  for  each  loan  and  these  files  usually  contain  the  mortgage 
assignments  and  other  related  documents.   The  Workmen's  Compensation  Divi- 
sion does  not  maintain  loan  files;  all  documents  are  filed  at  the  Union  Bank. 
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The  FHA  notes  are  kept  in  the  files  of  each  agency  which  has  purchased 
the  notes. 

University  System  securities  are  in  the  custody  of  trustees  and  personnel 
at  each  unit  of  the  System. 
Recommendation 

1.   The  Board  of  Investments  and  the  Treasurer  should  review  and 
seek  legal  clarification  of  the  sections  of  law  quoted  above. 
After  legal  clarification  has  been  obtained  from  the  Attorney 
General,  then  to  make  any  necessary  arrangements  to  transfer 
physical  custody  of  these  securities  to  the  Treasurer,  as  requir- 
ed by  the  statutes;  or,  take  action  deemed  appropriate  in  order 
to  revise  the  statutes. 
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COMMENTS 
INVESTMENTS  -  REAL  ESTATE  MORTGAGES 
ACCOUNTING  AND  REPORTING  SYSTEM 


DETAILED  ACCOUNTING  -  REAL  ESTATE  MORTGAGES 

Detail  accounting  for  individual  mortgage  balances  is  presently  perform- 
ed by  the  mortgage  servicing  institutions,  with  control  accounts  only  for 
each  institution  being  maintained  on  agency  records  (PERS,  Judges' ;Game 
Wardens';  and  Teachers'  Retirement  Systems  and  Workmens'  Compensation  Divi- 
sion) .   This  practice  seems  universal  for  all  agencies  carrying  real  estate 
mortgage  investments. 

It  is  our  understanding  that  the  Investment  Board  presently  has  plans 
for  programming  the  computerization  of  all  individual  mortgage  balances 
in  the  very  near  future  and  accounting  for  all  monthly  principal  and  interest 
payments  on  some  4,500  individual  mortgages.   The  cost  of  programming  this 
system  has  been  estimated  at  $10,000  to  $15,000. 

We  feel  that  the  cost  of  programming  and  the  additional  workload  involv- 
ed is  not  justified  by  any  urgent  need  in  this  area.   In  fact,  we  feel  the 
effort  and  funds  expended  would  be  wasted  on  a  system  that  would  constitute 
a  complete  duplication  of  detail  accounting  work  presently  being  performed 
by  the  servicing  institutions.   The  banks  are  being  paid  a  fee  (1/4  to  l/27o) 
for  performing  these  functions  now,  as  well  as  for  the  collection  function. 

Recommendations 

We  recommend  the  Board  of  Investments  take  the  following  course 

of  action: 

1.  Discard  the  system  contemplated  since  it  would  constitute, 
a  complete  duplication  of  effort  in  functions  already  being 
performed  by  servicing  institutions. 

2.  Establish  control  accounts  only  for  real  estate  mortgages 
on  the  investment  portfolio  inventory.   These  control  accounts 
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to  be  reconciled  monthly  with  the  agencies  and  each  institution 
involved.   All  institutions  now  submit  monthly  reports  to  each 
agency . 

3.   The  agencies  presently  receiving  monthly  reports  from  each 
institution  should  forward  these  reports  to  the  Investment 
Division  for  periodic  portfolio  review  and  anaylsis. 
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Depco'tment  of  Administvat-ion  Reply    (pages  14  and  IS) 

"1   &  2.      Vie  do  not  aoncur  with  these  veaorrmendations . 
Professional  investment  management  requires  yield  in- 
formation by  individual  mortgages.      This  would  be 
impossible  to  determine  if  only  control  account  totals 
were  kept  by  portfolios. 

"These  recommendations  are  in  conflict  with  the  auditor 's 
recommendation  found  on  page  46. " 

Comments  on  Reply   (page  5) 

"We  believe  the  yield  information  required  for  proper 
portfolio  management  is  already  available  to  the  invest- 
ment officer  in  the  form  of  monthly  reports  being  received 
by  the  agencies  from  the  servicing  institutions.      This  is 
why  we  made  our  recommendation  number  three,   so  that  he 
might  avail  himself  of  this  information.      We  still  see  no 
need  for  expensive  programming  and  processing  to  duplicate 
the  present  efforts  of  the  servicing  institutions  and 
produce  the  identical  information. 

"There  is  no  conflict  with  our  recommendation  on  Page  46. 
Here  we  are  talking  about  present  practices,   while  on  Page 
46  we  are  suggesting  a  feasibility  study  and  possible  future 
changes.     Of  necessity ,   detail  mortgage  accounting  would 
have  to  be  performed  by  the  investment  division  if  the 
division  were  to  convert  to  complete  servicing  of  state- 
owned  mortgages  as  suggested  on  Page  46. " 
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ACCOUNTING  FOR  MORTGAGE  DISCOUNTS 

In  order  to  more  properly  reflect  current  yields  from  mortgage  invest- 
ments, discounts  from  principal  amounts  upon  acquisition  should  be  deferred 
and  amortized  into  current  income  each  year  on  the  basis  of  an  estimated 
average  mortgage  life. 

Present  practices  seem  to  vary  between  agencies.   The  Public  Employees 
Retirement  Division  (and  related  smaller  sub-systems)  amortizes  mortgage 
discounts  on  the  basis  of  an  estimated  12  year  average  mortgage  life.   The 
Teachers'  Retirement  System  defers  discounts  on  mortgage  acquisitions,  but 
apparently  has  no  consistent  policy  for  amortization  of  these  discounts. 
The  Workmens'  Compensation  Division  does  not  defer  the  discounts,  they  are 
immediately  taken  up  as  income  in  the  year  of  acquisition. 

In  instituting  the  new  centralized  investment  portfolio  accounting 
system,  it  is  our  understanding  that  the  Investment  Division  now  contemplates 
the  deferral  of  all  mortgage  discounts  and  amortizing  to  income  on  an  eight 
year  basis,  based  on  average  national  mortgage  lives. 

Recommendations 

We  recommend  the  following: 

1.  That  the  Investment  Division  adopt  a  uniform  consistent 
policy  regarding  mortgage  discounts,  to  defer  and  amortize 
over  an  average  life  of  eight  to  twelve  years,  as  contemplated, 

2.  That  the  Division  communicate  this  policy  to  the  agencies 
involved,  in  order  that  the  agencies  account  for  these  dis- 
counts on  a  uniform  basis  consistent  with  handling  by  the 
Investment  Division. 
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MORTGAGE  SERVICING  FEES 

In  our  recent  report  on  examination  of  the  Public  Employees'  Retire- 
ment Division  (PERS)  we  noted  that  fees  paid  to  banks  and  other  financial 
institutions  for  collecting  and  servicing  PERS  mortgages  during  the  year 
ended  June  30,  1972  amounted  to  $108,729. 

We  also  noted  that  in  a  report  from  the  Legislative  Auditor  dated 
December  14,  1971,  regarding  accountability  of  state  investments,  he  makes 
the  following  recommendation;  "that  the  Board  of  Investments  explore  the 
feasibility  of  servicing  state  owned  mortgage  investments".  This  report 
noted  that  the  state  paid  in  excess  of  $236,000  for  this  service  during  the 
fiscal  year  ended  June  30,  1971.   Expenditures  by  the  state  for  mortgage 
servicing  is  therefore  quite  substantial. 

Recommendation 

We  reiterate  the  Legislative  Auditor's  recommendation  and  suggest 

that  the  Board  of  Investments  in  cooperation  with  the  Department  of 

Administration  institute  a  feasibility  study  in  this  area. 
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Department  of  Administration  Reply   (page  15) 

"  We  do  not  concur  with  this  recommendation  which  has 
appeared  in  previous  audit  reports.      The  Investment 
Division  has  inquired  of  eleven  states  to  determine 
whether  or  not  they  service  their  own  mortgages .     None 
of  the  eight  states  replying  serviced  their  own  mortgage 
investments.      Mortgage  purchases  are  evaluated  on  a  yield 
basis.     If  the  yield  is  not  reasonably  comparable  to  other 
types  of  investments^    the  mortgage  is  not  purchased.      There 
is  serious  doubt  that  a  servicing  agency  would  be  willing 
to  sell  attractive  mortgages  to  the  State  if  the  State 
serviced  its  own  mortgages. 

"If  they  were  willing  to  sell,    the  grade  of  offerings 
would  likely  be   lower  than  we  are  now  receiving .      This 
means  the  State  might  be  forced  to  negotiate  its  mortgages 
directly  with  the  borrower.      This  recommendation,    if  im- 
plemented,  would  place  the  State  in  direct  competition 
with  private  enterprise .     If  this  recommendation  is  valid, 
then  one  could  go  on  to  recommend  that  the  State  operate 
its  own  bank.      We  do  not  believe  this  is  a  proper  function 
for  the  State  of  Montana. " 

Comments  on  Reply    (page  S) 

"We  would  not  recommend  that  the  state  operate  its  own 
bank,  although  one  state  already  does.      We  would  point  out 
that  the  state  already  does  compete  with  private  enterprise 
in  many  areas.     The  Investment  Division  itself  is  in  daily 
direct  competition  with  local  private  brokers  when  it  buys 
and  sells  securities  through  dealers  for  the  account  of 
others. " 
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COMMENTS 
INVESTMENTS  -  REAL  PROPERTY 
ACCOUNTING  AND  REPORTING  SYSTEM 


ACCOUNTING  FOR  REAL  PROPERTY 

Two  state  agencies  encompassed  in  our  audit  have  real  property  in  their 
names,  on  which  they  receive  rental  income. 

These  two  agencies  are  the  Public  Employees  Retirement  System  (P.E.R.S.) 
and  the  Teachers'  Retirement  System  (T.R.S.).  Following  is  a  synopsis  of 
the  book  value  of  this  real  estate  as  carried  by  the  agencies  at  June  30, 
1972. 

Accumulated  Deprecia-  Net  Book 

Agency      Description      Cost         tion  6/30/72  Value  6/30/72 

P.E.R.S.    Building  and     $178,809         $13,604  $165,205 
Improvements 

T.R.S.     Land  35,376  -  35,376 

Building  and 
Improvements      158,468  7,904  150,564 

Depreciation  has  been  computed  on  a  straight  line  basis  in  both  instances. 
The  real  estate  described  is  presently  partially  occupied  by  each  respec- 
tive agency  indicated.   Both  agencies  presently  realize  rental  income  from 
areas  of  the  buildings  not  occupied  by  their  own  personnel. 

An  individual  breakdown  of  rental  activity  for  the  year  ended  June  30, 
1972  is  as  follows: 

I.   P.E.R.S. 

Gross  Rental  Income: 

P.E.R.S.   12  Months  (?  $562.50  $  6,750 

Social  Security  12  Months  (3  $187.50  2,250 

Fire  Marshal  9  Months  (9  $250.00  2,250 

9  Months  (a  $250.00  2,250 
Montana  Taxpayers'  Association  12  Months 

(a  $337.50  4,050 

Total  Gross  Rental  Income  $17 .550 
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Less  Rental  Expense  Including 

Provision  for  Depreciation         $  1,119 

Net  Rental  Income  $  9.821 


II.   T.R.S, 


Gross  Rental  Income  $  8«446 

Expenses  specifically  attributable  to  rented  space  are  not  separately 

maintained  in  T.R.S.  records.   No  provision  for  rent  expense  for  the  area 

occupied  by  T.R.S.  is  computed. 

A  yield  on  investment  based  totally  on  the  above  income  and  investment 

cost  figures  for  buildings  and  improvements  would  be  as  follows: 

P.E.R.S.     5.947, 
T.R.S.       5.617, 

These  yield  figures  are  obviously  non- comparable  due  to  the  basis  for 
computation.   Had  T.R.S.  followed  the  same  accounting  techniques  utilized 
by  P.E.R.S.  in  their  rental  accounts,  the  final  yields  would  be  on  a  compara- 
tive basis. 

The  Board  of  Investments  does  not  presently  maintain  the  real  property 
investments  of  T.R.S.  and  P.E.R.S.  in  their  investment  inventory.  We  feel, 
based  on  the  type  of  agencies  involved  and  the  groups  of  employees  serviced  by 
these  agencies,  that  the  agencies  real  property  holdings  should  be  viewed 
on  the  same  basis  as  any  other  state  investments. 

We  recommend  that  T.R.S.  implement  a  system  comparable  to  that  utiliz- 
ed by  P.E.R.S.  in  accounting  for  their  real  property  investment.   This  would 
include  charging  themselves  rent  based  on  the  area  occupied  at  a  square  footage 
price,  and  also  properly  segregating  expenses  related  to  rental  property. 
We  are  informed  that  rent  expense  has  been  budgeted  for  in  the  current  T.R.S. 
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operating  budget,  but  in  a  review  of  current  year  accounting  records  we 
found  no  rent  expense  being  absorbed  by  the  agency  for  the  space  occupied. 
Recommendations 

We  recommend  that  T.R.S.: 

1.   Implement  real  property  accounting  procedures  comparable 
to  those  utilized  by  P.E.R.S. 
We  recommend  that  the  Board  of  Investments: 

1.  Establish  a  policy  of  maintaining  data  and  records  on  all 
state  investments  including  real  property. 

2.  Correspond  with  the  two  agencies  holding  real  property  to 
follow-up  on  uniform  policies  formulated  and  assure  agency 
compliance. 

3.  Require  the  agencies  involved  to  periodically  send  relevent 
data  on  income  and  expenses  of  rental  property  to  the  Board, 

so  comparative  investment  anaylsis  can  be  made  on  these  real 
property  investments. 
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COMMENTS 
ADMINISTRATIVE  EXPENSES 


Our  examination  included  review  and  verification  of  Investment  Divi- 
sion administrative  expenses  for  the  fiscal  year  ended  June  30,  197  2.   Follow- 
ing is  a  comparision  of  the  Division  administrative  expenses  with  their 
budget  for  the  fiscal  year  ended  June  30,  1972. 


Actual 


Expenditure  Description 
Personal  Services: 

Salaries 

Other  Compensation 

Employee  Benefits 
Total 
Operations: 

Contracted  Services 

Supplies  and  Materials 

Communication  and  Transportation 

Travel 

Rent 

Repairs  and  Maintenance 

Equipment 

Other  Expenses 
Total 

Total  Expenditures 


Actual 

Budgeted 

(Over) 

Expense 

Expense 

Under 

$32,291 

$  34,639 

$  2,348 

824 

- 

(    824) 

3,481 

3,810 

329 

36,596 

38,449 

1,853 

41,684 

53,101 

11,417 

849 

1,000 

151 

1,593 

3,600 

2,007 

1,545 

2,000 

455 

784 

- 

(    784) 

- 

300 

300 

4,566 

3,000 

(   1,566) 

948 

1,000 

52 

51,969 

64,001 

12,032 

$88,565 

$102,450 

$13,885 
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CO>MENTS 
GENERAL  FIXED  ASSETS 


The  Investment  Division  does  not  presently  account  for  fixed  assets  in 
any  way.  No  control  accounts  for  fixed  assets  have  been  maintained  and  the 
cost  amount  of  fixed  assets  under  Division  control  is  not  a  matter  of  written 
record.  No  attempt  has  been  made  to  take  periodic  physical  inventories  or 
in  any  way  mark  or  otherwise  identify  fixed  assets. 

Management  Memo  No.  70-10,  regarding  proper  recording  procedures  to  follow 
for  fixed  assets,  was  issued  in  early  1970.   It  appears  that  these  procedures 
are  still  in  effect  as  of  the  audit  date.  We  recommend  that  the  Investment 
Division  initiate  a  system  of  accounting  for  fixed  assets  within  the  terms 
as  set  forth  by  this  memo  as  well  as  following  generally  accepted  accounting 
principles. 

Recommendations 

We  recommend  that  the  Investment  Division: 

1.  Take  a  complete  physical  inventory  of  all  fixed  assets 

as  soon  as  practicable,  assign  and  attach  identification  numbers 
to  all  equipment. 

2.  Establish  a  value  for  each  item  in  the  inventory  (Cost, 
if  possible) . 

3.  Establish  a  ledger  control  account  for  fixed  assets,  on 
the  records  of  the  Department  of  Administration  under  which 
the  Investment  Division  now  falls. 

4.  Maintain  supporting  details  for  each  item  as  to  descrip- 
tion, serial  number,  cost,  date  of  acquisition,  location  and 
inventory  identification  number. 
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COMMENTS  -  OTHER 


CONFLICT  OF  INTEREST 

The  present  chairman  of  the  Board  of  Investments  is  Mr.  Paul  D.  Caruso. 
Mr.  Caruso  is  also  the  president  of  the  First  Security  Bank  of  Helena.   This 
bank  transacts  a  considerable  amount  of  business  with  the  Board  of  Invest- 
ments, of  which  he  is  chairman. 

We  raise  no  question  in  this  report  as  to  the  integrity  of  Mr.  Caruso 
in  fulfilling  his  duties  as  chairman  of  the  Board.   Our  examination  disclos- 
ed no  irregularities  regarding  the  propriety  of  transactions  discussed  herein. 

The  question  raised  here  regards  the  conflict  of  interest  provisions 
of  Section  59-501  RCM  1947,  which  states: 

"Members  of  the  legislative  assembly,  state,  county,  city,  town  or 
township  officers'  must  not  be  interested  in  any  contract  made  by  them  in 
their  official  capacity  or  by  any  body  or  board  of  which  they  are  members". 

We  also  make  reference  to  Vol.  34,  Attorney  General's  opinion  36,  dated 
March  14,  1972,  which  cites  cases  and  criteria  for  evaluating  conflict  of 
interest  questions.   In  discussing  this  specific  problem  with  various  indi- 
viduals we  have  personally  come  to  several  conclusions: 

1.  Certificates  of  Deposit  do  constitute  contracts. 

2.  The  Chairman  of  the  Board  of  Investments  is  a  "state  officer"  under 
Sec.  59-501. 

3.  There  is  a  probable  conflict  of  interest  problem  inherent  in  the 
situation  discussed  here,  under  the  present  statutes. 

As  of  June  30,  1972,  the  following  listed  transactions  were  outstanding 

with  the  First  Security  Bank  of  Helena: 

Time  Certificates  of  Deposit  Invested     $3,758,000 

Real  Estate  Mortgage  Investments 
Purchased  through  and  Presently 
Serviced  by  the  Bank  1,171,744 
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The  certificates  of  deposit  were  invested  in  by  the  Investment  Officer 
at  interest  rates  competitive  with  or  higher  than  rates  offered  at  the 
time  by  other  banks.   These  deposits  are  fully  collateralized  with  the 
State  Treasurer,  However,  we  do  note  that  this  particular  bank  has  a  larger 
amount  of  the  state's  time  deposit  money  invested  in  it  than  any  other  bank 
in  the  state. 

The  bank  is  presently  servicing  and  collecting  the  mortgages  noted 
above,  under  a  contractual  arrangement  whereby  a  fee  is  paid  the  bank  for 
servicing. 

Recommendations 

We  recommend  the  following: 

1.  The  Board  should  review  this  entire  situation  and  obtain 
further  clarification  from  the  Attorney  General  regarding 
the  legality  of  continuing  these  practices  under  the  present 
statute. 

2.  The  Board  should  consider  action  towards  revising  the 
present  statute,  if  it  deems  revision  to  be  proper  and  nec- 
essary in  order  to  effectively  carry  out  its  assigned  func- 
tions.  It  is  our  understanding  that  proposals  will  be  made 

in  the  current  legislative  session  aimed  at  revising  the  above 
statute. 
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Department  of  Administration  Reply   (page  17) 

"1.      We  do  not  aonaur  with  the  Auditor's  aonolusion  that 
there  is  a  possible  confliat  of  interest.     First,   the 
oonflict  of  interest  laUj   Section  59-501,   R.C.M.    1947, 
as  enacted  in  1895  related  only  to  selling  goods  or  pro- 
viding services  to  the  State.      Certificates  of  deposits 
and  mortgages  are  not  goods  or  services. 

"The  Board  Chairman  is  only  a  minority  stockholder  in  his 
bank.  There  is  some  doubt  whether  the  Attorney  General's 
Opinion  even  applies  to  minority  stockholders. " 

Comments  on  Reply    (page  5) 

"The  legal  questions  can  quite  readily  be  resolved  by 
obtaining  an  opinion  from  the  Attorney  General  as  we 
have  recommended  in  our  report.  " 
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COMMENTS 
GENERAL 


ANNUAL  REPORT  OF  THE  BOARD  OF  INVESTMENTS 

We  have  reviewed  the  recently  released  annual  report  of  the  Board  of 
Investments  and  arrived  at  several  conclusions. 

Some  minor  discrepancies  between  what  was  shown  in  the  report  and  what 
we  arrived  at  through  our  audit  workwere  noted.   These  discrepancies  have 
been  reviewed  with  the  Investment  Officer. 

A  summary  of  these  minor  variances  follows: 

1.  Par  Value  in  total  of  investments  listed  on  the  Board  of  Invest- 
ment report  is  off  due  to  several  late  adjustments  made  in  the 
total  outstanding  mortgage  balances  on  I.A.B.  and  T.R.S.  as  of 

June  30,  1972. 

2.  Total  state  investments  at  cost  is  off  due  to  items  mentioned 
in  (1)  above,  and  also  in  the  Trust  and  Legacy  Department  by  late 
adjustments  we  have  made  relevant  to  reporting  gains  and  losses. 
This  area  is  discussed  in  more  detail  in  the  section  of  this  report 
dealing  with  security  gains  and  losses. 

3.  Composite  portfolio  yield  by  agency  is  not  computed  on  a  con- 
sistent basis.   Reference  should  be  made  to  Note  4  of  Exhibit  A 
of  this  report  for  further  details. 

The  above  mentioned  differences  relate  just  to  investments  carried  in 
Board  of  Investment  controls  except  for  Mortgages.   Mortgage  balances  were 
received  directly  from  the  agencies  having  mortgages  and  were  obtained  espe- 
cially for  the  Board  of  Investment's  report. 

As  noted  elsewhere  in  this  report,  certain  other  state  investments  are 
not  under  control  of  the  Board  of  Investments,  therefore  they  are  not  presented 


■54- 


in  the  annual  report.   A  summary  of  these  investments  follows: 

University  System: 

Total  Funds  Invested  by  Trustees'  of 

Sinking  Funds  as  of  June  30,  1972  $  5,637,766 

Total  Funds  Invested  by  the  University 

System  as  of  June  30,  1972  10,245,131 

Total  of  Investments  not  Under  Board  of 
Investment  Jurisdiction  as  of  June  30, 
1972  $15.882.897 

Employment  Security  Division: 

Total  Funds  Invested  by  U.S.  Treasurer 

as  Trustee  of  E.S.D.,  as  of  June  30,  1972    $21.968.376 

Legal  clarification  of  the  availability  of  the  amount  invested  for  E.S.D. 
by  the  U.S.  Treasurer  has  been  obtained,  and  it  is  by  U.S.  law  that  these 
funds  must  be  so  invested.   It  has  also  been  determined  that  by  law  those 
funds  of  the  University  System  controlled  by  a  trustee  relevant  to  sinking 
funds  are  not  available  for  investing  by  the  Board  of  Investments,  but  no 
such  legal  stipulation  related  to  that  amount  presently  invested  by  the 
University  System  itself. 

Also  noted  as  investments,  not  under  Board  of  Investment  control,  is 
real  property  held  by  agencies  as  previously  mentioned  in  this  report.   As 
recommended  in  that  section,  we  urge  the  Board  of  Investments  to  gain  account- 
ability control  of  real  estate  investments. 

Recommendations 

We  recommend  that  the  Board  of  Investments: 

1.  Take  action  to  adjust  differences,  relating  to  par  value 
and  costs,  between  their  annual  report  and  our  audited  figures. 

2.  Incorporate  mortgage  investment  balances  in  the  total  invest- 
ment accounting  system  on  a  permanent  basis. 
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3.  Immediately  act  in  gaining  investment  control  over  those  funds 
in  the  University  System  not  presently  under  their  control. 

4.  Establish  a  goal  of  accumulating  all  data  concerning  state 
investments  so  that  reports  released  will  present  a  complete  and 
meaningful  picture  of  total  state  investments. 
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CONCLUSION 

All  of  the  recommendations  in  this  report  have  been  discussed  with 
the  Director  of  the  Department  of  Administration,  the  Investment  Officer, 
the  State  Treasurer,  and  principal  officials  of  other  agencies  involved  in 
our  recommendations.   Since  the  completion  of  our  examination,  several  of 
the  recommendations  have  already  been  implemented. 

We  take  this  opportunity  to  thank  the  Director,  the  Investment  Officer 
and  their  staff  for  the  fine  spirit  of  cooperation  and  assistance  in  complet- 
ing this  examination. 


Respectfully  submitted, 
AI^RSON  ZURMI 


ZURMUEHLEN  6c  CO.,  CPA'S 


January  9,  1973 
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NOTES  TO  STATEMENTS 

NOTE  (1) :   MARKET  VALUE 

Market  values  as  presented  in  this  report  were  not  independ- 
ently verified  by  us.   The  values  are  as  presented  by  the  Invest- 
ment Board  in  their  annual  report.   Corporate  bond  valuations  were 
obtained  from  the  brokerage  firm  of  Halsey,  Stuart  and  Company. 
NOTE  (2) :   AMORTIZED  BOOK  COST  -  FISCAL  1972 

All  agencies  carried  investments  strictly  at  par  value  prior 
to  the  institution  of  the  Board  of  Investments  except  the  follow- 
ing: 

a.  Public  Employees  Retirement  System  (P.E.R.S.) 

b.  Social  Security  Agency 

c.  Teachers'  Retirement  System  (T.R.S.) 

d.  Montana  Judges'  Retirement  System 

e.  Game  Wardens'  Retirement  System 

These  agencies  employed  the  amortized  cost  method  of  valuation, 
with  annual  amortization  of  premiums  and  discounts. 

All  agencies  are  being  converted  to  a  consistent  basis  of  report- 
ing on  the  amortized  cost  method,  with  the  institution  of  the  Board 
of  Investments  centralized  accounting  system. 
NOTE  (3):   AMORTIZED  BOOK  COST  -  FISCAL  1971 

This  book  cost  figure  was  not  audited  by  us  and  is  presented 
as  shown  in  the  annual  report  of  the  Investment  Board.   The  amounts 
were  obtained  directly  from  the  agencies. 

Balances  for  all  agencies  are  shown  at  par  except  for  the  5 
agencies  listed  in  Note  2  above.  For  these  agencies  amortized  book 
cost  is  shown. 
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NOTES  TO  STATEMENTS 

NOTE  (4):   PORTFOLIO  YIELD  -  FISCAL  1972 

Portfolio  yield  as  shown  was  taken  from  the  Investment  Board 
annual  report.  We  have  verified  computations  on  a  test  basis. 

The  method  utilized  for  computing  yield  for  all  agencies  except 
four,  was  based  on  a  projected  annual  income  computation  of  invest- 
ments held  by  the  agencies  as  of  June  30,  1972. 

The  four  agencies  for  which  this  method  was  not  utilized  are: 

1)  Public  Employees  Retirement 

2)  Game  Wardens'  Retirement 

3)  Teachers'  Retirement 

4)  Montana  Judges'  Retirement 

Yields  for  these  agencies  were  obtained  directly  from  the  agencies 
as  they  computed  them.   These  figures  were  computed  by  formula, 
by  dividing  actual  income  for  the  year  by  average  beginning  and 
ending  investment  balances. 
NOTE  (5) :   PORTFOLIO  YIELD  -  OCTOBER  31,  1971 

The  intervening  date  as  used  for  obtaining  a  comparative  yield 
figure,  was  selected  because  this  was  the  first  point  in  time  that 
all  investments  under  Investment  Board  control  were  centralized 
on  one  inventory  summary. 

The  same  basis  for  computing  yield  was  utilized,  as  described 
in  Note  4,  above.   The  yields  shown  for  the  4  agencies  listed,  are 
fiscal  year  ended  June  30,  1971  yield  figures,  computed  as  noted 
above,  rather  than  yield  on  assets  held  as  of  October  31,  1971. 
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STATE  OK  I>I<>IVTAP»rA 

February   19,1973  1    is  L:^  I  )  ^,  [ 

■"IS  23  1973 

f.'j;;TAMA  LEGISLATIVE  AUP'Tno 

The  Joint  Legislative  Audit  Committee 
of  the  Montana  State  Legislature : 

Re:   Investment  Division  Audit  Report 

Gentlemen: 

In  response  to  the  Legislative  Auditor's  letter  of  January  11, 
1973 ,  we  have  prepared  a  comprehensive  reply  to  the  audit  report  of  the 
Department  of  Administration's  Investment  Division  for  the  year  ended 
June  30,  1972.   In  addition,  we  would  appreciate  an  opportunity  to  appear 
before  the  Joint  Legislative  Audit  Committee  and  respond  orally  to  cer- 
tain aspects  of  the  audit  report. 

The  42nd  Legislative  Assembly  is  to  be  commended  for  creating 
the  Board  of  Investments  and  providing  for  the  professional  management 
of  the  State's  extensive  investment  holdings.   In  past  years,  the  State 
of  Montana  has  lost  millions  of  dollars  in  potential  interest  income 
through  poor  investment  practices.   Prior  to  the  appointment  of  the 
Board  of  Investments  on  August  21,  1971,  no  one  knew  the  total  value  of 
the  State's  investments,  nor  the  total  earnings  on  its  investments.   No 
one  was  aggressively  working  to  increase  the  earnings  on  the  State's  in- 
vestments and  idle  cash. 

The  audit  report  fails  to  adequately  explain  the  circumstances 
facing  the  Board  of  Investments  and  its  staff  during  its  first  year  of 
operation.   This  setting  is  necessary  in  order  to  fully  appreciate  the 
magnitude  of  the  problems  facing  the  Board.   Prior  to  the  creating  of  the 
Board,  the  State's  investments  were  not  centralized.   Many  of  the  inherited 
problems  resulted  from: 

•  Uniform  investment  policies  were  not  established. 

•  Investment  procedures  were  not  standardized. 

•  Agency  accounting  systems  were  not  uniform. 

•  Generally  accepted  accounting  principles  were  not 
always  followed. 

The  law  creating  the  Board  of  Investments  clearly  establishes 
the  Board  as  the  sole  agency  to  manage  the  State's  investments.   The  law 
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is  not  clear  as  to  the  Board's  accounting  responsibilities.   This  is  par- 
ticularly true  when  you  realize  the  Board  has  no  investments  of  its  own. 
The  Board's  primary  function  is  to  act  as  ein  investment  memager  for  the 
various  state  agencies  having  investments.   Any  records  that  the  Board 
keeps  are  merely  management  tools  to  help  the  investment  officer  monitor, 
amalyze  and  control  the  state's  investment  holdings.   Obviously  these 
records  should  be  accurate  in  order  to  function  properly.   Each  state 
agency  continues  to  retain  title  to  its  own  investments  which  are  recorded 
on  its  own  financial  records.   The  State  Treasurer continues  to  be  the  pri- 
mary custodian  of  the  state's  investments. 

When  the  Board  was  created,  it  immediately  elected  to  initiate 
an  aggressive  investment  program  for  increasing  the  state's  earnings  on 
its  investments  cind  idle  cash,  while  at  the  Seune  time  exercising  reasonable 
care  to  avoid  amy  serious  deficiencies  emd  problems  resulting  therefrom. 
New  procedures  were  developed  and  implemented  as  time  permitted. 

The  Board  could  have  teJcen  the  more  conservative  approach  of  de- 
signing, developing  and  implementing  a  new  standardized  accounting  system 
prior  to  initiating  an  aggressive  investment  program.   This  would  have  de- 
layed the  progreim  many  months  and  would  have  cost  the  state  thousands  of 
dollars  in  lost  interest  earnings. 

In  our  opinion,  the  Board's  decision  has  been  amply  justified  by 
the  results  obtained.   During  its  first  year  of  operation,  the  Board  in- 
creased the  interest  earnings  on  surplus  treasury  funds  by  more  than 
$480,000.   This  represents  a  gain  of  about  47  percent  during  a  period  of 
declining  interest  rates.   The  interest  earnings  on  other  investment  port- 
folios were  increased  at  the  same  time.   In  addition,  the  bond  swaps  will 
increase  the  interest  earnings  on  investments  by  approximately  ten  million 
dollars  ($10,000,000)  over  the  next  twenty  years.   The  Board  of  Investments 
has  made  substantial  progress  towards  centralizing,  controlling,  upgrading 
and  mcinaging  the  state's  investments.   Considering  the  magnitude  of  the 
job,  time  restraints  and  budget  limitations,  the  Board's  first  years  accom- 
plishments were  outstanding.   Other  improvements  need  to  be  made  and  will 
be  made  as  time  permits. 

The  audit  report  sets  forth  several  relatively  minor  clerical 
and  accounting  deficiencies.   We  agree  with  most  of  the  audit  findings  and 
efforts  will  be  made  to  correct  these  deficiencies.   However,  we  do  not 
agree  with  all  of  the  findings  and  recommendations.   The  attached  reply  to 
the  audit  recommendations  sets  forth  the  Investment  Division's  position  in 
each  recommendation  in  some  detail. 


DOYEE  B.  SAXBY 
Director 
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Investment  Division 
Response   to   Auditor's   Report  on   Examination 
June    30,    1972 


Listed   below  are    the   Auditor's   recommendations    in    the   order    found 
in    the    report,    along   with   our   comments.       Separate    replies   are    attached    for 
those   recommendations  pertaining   to   the   State   Treasurer,    Teachers'    Retire- 
ment  System  and  the   Board  Chairman   (Exhibits   A,   B  euid  C)  . 

Re.comme.ndaXA.on  -   Page.  4: 

The.  State.  Jfie.cu>uJieA.  con(^zn.  iOAJtk  the.  Wo^femen'i  Compe.nAot-i.on 
Viv-Li-ion  peMJ>onneJt  to  cLci, continue.  theJji  piacticz  o{, 
mcuLntcUning  theJji  own  Zocke.d  iaf^z  -in  tiie.  T^e-OMuAij  vauZt. 

Comments : 

Please   refer   to   the   State  Treasurer's   reply. 

Rzcomme.ndcLtlon  -   Pagz  6'- 

Thz  Inve^tmtnt.  Vtv-uton  e^tabUjih  MnJJJ:e.n  montliZy  fioatine. 
{,0''i  6omeom  otheA  than  the.  peA^tiOn  Mho  -tYiltiaZlij  n.e.ceA.veA 
and  ficcofidA  the  tAanisaction^  to  {^olZou)  up  on  d^icAepancie^ 
■in  tnve^tme.nt  cotte.ctton^i,. 

Comments : 

We  concur  with  this  recommendation.   A  sizeable  volume  of  procedures 
have  already  been  written  for  use  with  the  new  portfolio  management  system. 
It  appears  the  auditor  overlooked  the  fact  that  the  Investment  Division's 
accountant  reviews  and  approves  all  the  source  documents  before  the  cashier 
records  the  documents.   In  the  new  system,  he  will  make  the  reconciliations 
and  correct  any  discrepancies. 

RecommendatA.on  -   Page.  1 '■ 

The.  Te.acheA^'   ReXtfiejment  Syitejm  and  the.  Public  EmpZoye.eA' 
ReXiAeji^tnt  System  6e.g^zgate.  the.  function  oi  fiecelving  and 
fie.con.dA.ng   o/j  fitaJi  estate.  monXgage.  cottection6. 


1. 


Conunents : 

We  concur  with  this  recommendation.   The  proposed  computerized 
mortgage  control  system  will  strenghten  the  internal  control  in  this  area. 
In  the  interim,  the  Divisions  will  be  instructed  to  segregate  their  duties. 

Please  refer  to  the  Teachers'  Retirement  System  reply. 

R2.comrmndcuU.Oivi>   -   Page.  S: 

1   6   2.     T/ie  InvQJitxmnt  Vlvi^A^on  cU:>-i>-ii>t  thz  Pubtic  Employzu' 
ReJUAejmnt  SLji,t<m,  JzachoA^'   RdtiAcjiitnt  Sy.itej'it  and  o.tke.u 
i.n  dzveZoplng  a  unA.{^ofui}  audJjt  pK.ogn.am  {^oh.  fizaX  Q..i,tatz 
monJ:gageyii  oi  weX£.  (X4  to  develop  met/iod-i  {jOn  joint  audlti>  in 
ofideji  to  dliiniiuiXa  pn.z.i>tnt  duptccatA^om,  in  z{){]on.t. 

Comments : 

We  agree  that  the  reported  mortgage  balances  should  be  reconciled 
to  the  control  accounts  annually;  however,  we  do  not  believe  the  various 
retirement  systems  should  be  auditing  banks  and  servicing  institutions. 
Bank  examiners  and  auditors  regularly  audit  the  banks  and  servicing  insti- 
tutions throughout  the  State.   A  normal  part  of  their  audit  generally  in- 
cludes a  test  of  mortgage  operations. 

The  prime  responsibility  for  safeguarding  the  mortgages  rests 
with  the  servicing  agency.   This  is  what  the  service  fee  is  for.   Of  course 
the  Investment  Division  must  ever  be  alert  for  slow  payments  and  other  signs 
that  may  indicate  their  assets  are  endangered.   In  such  a  case,  positive 
corrective  action  must  be  instituted  immediately. 

Re.comme.ndat.io Hi  -   Page-i   13  and  14: 

1.     The.  S-tatc  Tn.eaMin.eM    ui  coopeAatlon  with   the  Vepantment 
0(5  Adminciitiation  iniXiate  .unmediate  ac-tion  tc  dcte'imine 
the  iounce.  o^  delays  in  leconding  depoi>iti>. 


1.     Tkd.  Stctte.  Tn,e.a^uAcn.  in  coopeAciti.on  with  the.  VepoAtnicnt 
t'li  AdminutAation  tU-ia'te  tiicvt  atl  dspoAi-tyS  ale  bcxnq  made 
a\id  xe.co'ided   imnexitately . 


3.  The-  State  Tfie.a.{,aAeA  -in  coordination  with   the  VepaAtmeiTt 
u{)  Admini-itAo-tion  deveJiop  a  mon.e  systematized  method  o() 
xepoxting  pfvioK.  a.nd  pfiojecttd  ca^h  ()low6  and  balances. 

4.  Tlie  State  TfieaiuAeA  in  coofidination  with  the  VepoAtmen-t 
od  Admini6tn.atA.on  Study  the  {^ea^ibitity  o()  having  State. 
mon.te^  cxedi.te.d  diAectly  to  a  Helena  bank. 

5.  The  Soaxd  take  action  to  change  the  pn.esent  depositoty 
system  to  a  one  bank  system  ^ol  cleajting  State  woAfiants.. 

6.  The  Boaxd  cvataate  alZ  demand  deposit  balances  and 
establish  piope/i  maximum  and  minimuiv  balance^i,   iox  all 
bank^. 


Comments; 


Please  refer  to  the  State  Treasurer's  reply. 

1.   The  schedule  on  page  10  of  the  Audit  Report  shows  that  interest 
income  for  the  year  increased  $480,420  while  the  yield  on  the  portfolio 
dropped  from  5  persent  to  4.63  percent.   This  increase  in  earnings,  during 
a  period  of  declining  interest  rates,  is  basically  attributable  to  the 
Investment  Division's  aggressive  investment  practices  that  did  not  previously 
exist  in  State  government.   For  example,  the  average  yield  on  certificates 
of  deposits  was  increased  from  5.05  percent  at  June  30,  1971,  to  5.53  percent 
at  June  30,  1972.   This  increase  in  yield  is  worth  $96,000  a  year  on  $20,000,000. 
In  addition,  short-term  investments  in  U.S.  Treasury  obligations  were  sub- 
stantially increased  by  substantially  reducing  the  amount  of  idle  cash  on 
deposit  in  bank  demand  accounts. 

The  investment  officer  determines  the  amount  of  funds  available 
for  investment  from  the  daily  cash  balances  reported  by  the  Helena  banks  to 


3. 


the  State  Treasurer.   The  Investment  Officer  does  not  rely  on  the  Treasurer's 
daily  bank  balances  because  of  the  large  amount  of  warrants  outstouiding  at 
any  given  time.   Since  this  program  was  initiated,  approximately  ninety  per- 
cent (90%)  of  the  available  surplus  treasury  cash  in  bamks  throughout  the 
state  has  been  invested.   This  compares  favorably  with  the  other  states  re- 
ferred to  in  the  Audit  Report.   Cash  flow  meuiagement  is  much  easier  where 
brsuich  bamking  is  authorized.   It  is  permitted  in  all  the  states  referred 
to  except  Colorado,  which  permits  holding  compfmies  to  merge  the  operations 
of  separate  banks. 

The  dememd  deposits  and  cash  of  $18,294,686  shown  on  page  10 
includes  ad)out  $10,000,000  of  cash  on  hand  and  in  the  hamds  of  fiscal  agents 
for  the  payment  of  bonds  euid  coupons  that  was  not  available  for  investment 
on  June  30,  1972.   This  accounts  for  the  relative  low  percentage  of  funds 
being  invested  as  of  June  30,  1972. 

2.  The  Department  of  Administration  plans  to  work  with  the 
State  Treasurer  to  streamline  and  modernize  the  State  Treasurer's  record- 
keeping procedures. 

The  Montema  Administrative  Manual,  Volume  2,  Chapter  1200, 
sets  forth  the  guidelines  for  all  state  agencies  as  to  their  responsibil- 
ities regarding  the  timely  deposit  of  money. 

3.  The  E>epartment  of  Administration  did  a  cash  flow  study  of 
the  four  previous  years  which  was  helpful  in  initiating  the  investment 
program.   It  is  doubtful  that  any  elaborate  study  of  historical  cash  flow 
studies  would  now  be  justified  since  changes  continually  occur  in  the  way 
receipts  aind  disbursement  are  made.   For  example:   the  disbursement  of  the 
school  foundation  funds  was  recently  chamged  from  two  payments  a  year  to 
five  payments  a  year. 


4. 


the  State  Treasurer.   The  Investment  Officer  does  not  rely  on  the  Treasurer's 
daily  bank  balances  because  of  the  large  amount  of  warrants  outstanding  at 
any  given  time.   Since  this  program  was  initiated,  approximately  ninety 
percent  (90%)  of  the  available  surplus  Treasury  cash  in  banks  throughout  the 
State  has  been  invested. 

The  demand  deposits  and  cash  of  $18,294,686  shown  on  page  10 
includes  about  $10,000,000  of  cash  on  hand  and  in  the  hands  of  fiscal  agents 
for  the  payment  of  bonds  and  coupons  that  was  not  available  for  investment 
on  June  30,  1972.   This  figure  is  comparable  to  the  results  obtained  by  the 
other  states  referred  to  in  the  auditor's  report.   The  states  referred  to 
in  the  report  all  permit  branch  banking,  except  Colorado,  which  permits 
holding  companies  to  merge  the  operations  of  separate  banks.   Cash  flow 
management  is  much  easier  where  branch  banking  is  authorized. 

2.  The  Department  of  Administration  plans  to  work  with  the  State 
Treasurer  to  streamline  and  modernize  the  State  Treasurer's  recordkeeping 
procedures. 

The  Montana  Administrative  Manual,  Volume  2,  Chapter  1200,  sets 
forth  the  guidelines  for  all  State  agencies  as  to  their  responsibilities 
regarding  the  timely  deposit  of  money. 

3.  The  Department  of  Administration  did  a  cash  flow  study  of  the 
four  previous  years  which  was  helpful  in  initiating  the  investment  program. 
It  is  doubtful  that  any  elaborate  study  of  historical  cash  flow  studies  would 
now  be  justified  since  changes  continually  occur  in  the  way  receipts  and  dis- 
bursement are  made.   For  example:   the  disbursement  of  the  school  foundation 
funds  was  recently  changed  from  two  payments  a  year  to  five  payments  a  year. 


5. 


4.  This  recommendation  will  take  further  study  and  may  require 
legislation.  Such  a  recommendation  is  more  feasible  in  states  that  allow 
branch  banking. 

5.  The    Board   took   action  on   December    20,    1972,    to   go   to   a    single 
bank   system   for   clearing   State  warrants.      Hopefully,    this   can   be   accomplished 
by   June    30,    1973. 

6.  The   Board   took   action  on  December   20,    1972,    to   establish  demand 
deposit  balance   levels   for   all   banks  outside  Helena.      Hopefully  this   can   be 
accomplished  by  June   30,    1973. 

RtcommzndcitA.on  -   Page  23: 

1   S  2.     Tim  BooAd  adopt  a  unA.{,ofm  poticy  {^ofi  'lacoldlng 
galyU)  and  toititZi>  on  itZcuAAXij  (LxckangQJ>  and  p.n.omaZgatt 
thejn  in  WKiting  to  att  agencu-U  involved. 

3  6  4.     The  InvzMtmtnt  Viviiilon  maka  mcdiioAy  adjuAtmenti, 
to  tkoJji  poitiotio  inventoiij  aii  o^^  Jam  30,    /972,  and 
adv-ut  agtncA.u  of,  adjvu>tme.nti,  to  be  made,  to  tkein.  lecofidi. 

S.     The  EooAd  de^eA  and  amofitize  oveA  the  tiie  o{\  the 
i,ecuAltieJ>  acqvuAed  the  book  loi>i>e^  o^  $552,243  fieoLized 
on  the  ^ecuxtty  tfiade^. 

Comments : 

1  &  2.   The  Investment  Division  has  adopted  the  deferred  method 

of  accounting  for  gains  and  losses  on  bond  swaps.   Under  this  accounting 

method,  gains  and  losses  on  bond  swaps  are  amortized  over  the  remaining 

life  of  the  bonds  sold  or  purchased,  whichever  is  shorter.   Inadvertently, 

the  Board's  first  annual  report  failed  to  disclose  how  bond  swaps  were 

reported.   Future  reports  will  include  a  statement  explaining  the  basis  of 

accounting  for  bond  swaps. 


6. 


3  &  4.   We  concur  with  these  recommendations  with  reservations. 
The  adjustments  required  are  primarily  due  to  the  fact  that  the  book  values 
of  the  investments  received  from  the  various  agencies  were  frequently  in 
error  and  were  calculated  in  different  ways.   We  are  now  making  a  detailed 
analysis  of  the  various  portfolios  in  order  to  make  any  required  corrections. 
Procedures  are  being  standardized  so  that  all  investment  transactions  will 
be  handled  in  a  uniform  manner. 

5.   The  Board  has  adopted  the  deferral  method  of  accounting  for 
bond  swaps  and  not  the  completed  transaction  method  as  used  by  the  auditors 
to  compute  the  reported  loss.   Bonds  are  different  from  stocks  in  that  the 
purchaser  always  gets  back  the  par  value  of  the  bonds  at  maturity  regardless 
of  the  original  cost.   Premiums  and  discounts  on  purchases  and  sales  merely 
adjust  the  bond  coupon  rate  to  more  nearly  reflect  the  current  money  market 
conditions.   The  Board's  bond  swaps  normally  were  par  value  for  par  value; 
therefore,  no  real  gain  or  loss  was  realized  on  the  swap.   The  swaps  did 
increase  the  yield  to  the  investment  owners. 

When  the  completed  transaction  method  of  accounting  for  bond  swaps 
is  used,  the  gain  or  loss  represents  the  difference  between  the  amortized 
cost  and  sales  price  of  bonds  sold.   The  auditors  erroneously  used  par  value 
for  the  cost  of  the  bonds  sold  in  calculating  the  gain  or  loss.   This  was 
pointed  out  to  the  auditors  prior  to  th(^.  release  of  the  final  report.   In 
addition,  they  were  furnished  a  computer  print-out  during  the  audit  that 
showed  most  of  the  required  information  to   properly  report  the  bond  swaps 
under  either  method  of  accounting. 


7. 


since  the  audit  we  have  reexamined  the  bond  swaps  and  have  re- 
calculated the  gains  and  losses  in  detail,  using  correct  cost  data. 
According  to  our  calculations,  using  the  completed  transaction  method,  the 
loss  was  $612,874  or  $239,369  less  tham  shown  in  the  audit  report.   Please 
refer  to  Exhibit  E  for  a  comparative  analysis  of  the  differences  noted 
above.   However,  as  stated  earlier,  the  Board  does  NOT  account  for  bond 
swaps  on  the  completed  transaction  method;  thus,  the  amount  has  little 
significance. 

In  addition,  we  have  made  a  detailed  euialysis  of  the  bond  swaps 
using  the  deferral  method  of  accounting.   Our  reexamination  shows  that  the 
Board  realized  a  net  gain  of  $5,957  and  not  the  $260,580  gain  as  shown  in 
the  Board's  ainnual  report  (Exhibit  F)  .   This  difference  resulted  from  pro- 
blems incurred  in  getting  uniform,  meaningful  cost  data  from  the  various 
agencies  and  estaJalishing  uniform  reporting  procedures.   We  should  have 
most  of  these  problems  resolved  by  June  30,  1973. 

Several  of  the  inherited  investment  portfolios  are  erroneously 
recorded  at  par  value  rather  than  at  amortized  cost.   This  means  that  the 
cost  of  the  portfolios  are  overstated  eUid  that  the  current  year  earnings 
are  understated.   As  noted  in  the  audit  report  premiums  amd  discounts 
previously  realized  on  bond  purchases  for  the  Trust  and  Legacy  Account  were 
cleared  against  current  income  and  distributed.   This  practice  is  contrary 
to  generally  accepted  accounting  principles  and  constitutional  authority. 

In  cui  effort  to  correct  the  Trust  and  Legacy  Account  records, 
we  have  made  a  detailed  analysis  of  the  portfolio.   This  resulted  in  a  port- 
folio cost  adjustment  downward  of  $1,381,663  at  June  30,  1972.   This  extra- 
ordinary adjustment  will  be  amortized  over  the  remaining  life  of  securities. 

8. 


The  1971-72  amortization  amounts  to  $92,111.  Since  discounts  have  already 
been  cleared  through  income,  this  amortization  charge  must  be  made  against 
a  prior  year  reevaluation  adjustment  account.  When  the  present  investment 
holdings  have  matured,  this  extra-ordinary  adjustment  will  be  fully  amor- 
tized. The  principal  sum  of  the  Trust  and  Legacy  Account  will  be  restored 
and  the  records  will  be  in  conformity  with  generally  accepted  accounting 
principles. 

Similar  adjustments  are  required  for  many  of  the  other  portfolios. 
The  results  of  revaluation  will  be  written  off  against  fund  balance  since  the 
income  has  generally  not  been  distributed  and  the  other  portfolios  do  not 
have  the  constitutional  restraints  that  are  associated  with  the  Trust  and 
Legacy  Account.   These  other  portfolios  will  be  analyzed  as  time  permits. 

We  have  reviewed  all  of  the  swaps  made  during  the  year.   The  net 
discounts  of  $974,861  have  not  been  immediately  included  in  income  as  stated 
on  page  19  of  the  audit  report.   Therefore,  the  auditor's  conclusion  that  it 
now  appears  that  the  discount  will  again  be  recorded  a  second  time  as  income 
through  amortization  in  future  years  is  also  in  error.   These  errors  appear 
to  have  resulted  from  an  incomplete  understanding  of  how  the  old  single 
entry  accounting  system  worked.   Effective  July  1,  1972,  we  have  converted 
to  a  fully  automated,  double  entry  accounting  system. 


9. 


Comments : 


R&commtnda,tion  -  Pagz  24: 

Thz  amoKXyizdd  book  vcULaz  o(^  the.  Pubtlc  Employe,^i,' 
ReZin.ejntyvt  Sy^tm  i>zcuAAX.y  InvzAimtnti,  need  not 
be  adjuuhtzd  to  aonvoAt  {,fiom  tkz  i>(iLznti(^lc  cmon.- 
tizat-con  meXhod  to  the.  itAcU-ght-tinc  met/iod  at,  o^ 
Jane  30,    7  972. 


We  concur  with  this  recommendation. 

Rzc.omme.ndoution  -   ?a.Qe  25: 

The.  InveAtment  Vtv-u^ton  peA^onnel  coopeAcute,  loi-tli  the 
Wofikimn'.&  Comptniicution  VIvXa-Loyi  to  in.i,u/ie.  thaX  they 
one.  fiecon.dA.ng  pnemtumi,  and  dAJtCOunti   on  a  ba-5-oi   con- 
6ti)te.nX.  with  otkeA  agzncie^. 


Comments ; 


We  concur  with  this  recommendation  and  hope  to  issue  uniform 

instructions  to  all  involved  State  agencies  by  June  30,  1973. 

Recommendcvtion  -   Page   26: 

T/ie  Investment  Vtvi^.ion  coopeAote.  totth  all  uthM  a^eiicxe/i 
to  attatn  comptete  tAani^^eA  o()  the   investment  leceLving 
{,unc-tion  to  the  InveJttment  division. 

Comments : 

We  concur  with  this  recommendation  and  have  made  a  concerted  effort 
to  have  all  interest  payments  and  principal  redemption  checks  sent  directly 
to  the  Board  of  Investments.   As  a  practical  matter,  we  probably  will  never 
fully  achieve  our  objective.   The  U.S.  mailmen  frequently  deliver  the  checks 
to  the  owner  of  the  securities  and  not  the  addressee,  which  is  the  Board  of 
Investments. 

RzcommendatA.on  {)0A  Teache'u'   Re t-JAement  System  -   Page   2i: 

I.     The  TzacheAs'   Retinemtnt  System  take  action  to 
Acconctle.  -investment  control  account  to  detail  -leco^ids. 


10. 


Comments ; 


'I.      T/ic  Teac/it'.'Li '    R(^t<Acmcnt  Si/itetN  update  moKtgoiQt 
(i{£ci  and  utabLuh  an  annual  aud-it  p^ogn.am. 

3.     The  TzadizA^'   R&JUAontznt  Sy-i^Cem  cIjloa  up  and  adjust 
tkz  ayvttconcitud  ca^h  dij^i^cAence  ouX^tandlng  iince 
June  30,    7972. 


Please   refer   to   the  Teachers'    Retirement   System  reply. 

Rc.commzndatA.on  -   Page   30: 

1.     The.  Invutxmyit  Vivulon  e^tabtldh  pfiopoA  wniXttn. 
pfio cedufieyb   iofi  {^ottoi/J-up  on  alt  exception  and  d-u- 
cfiepancy  tLi>tinQi>  produced  by  the  new  6Lj6te/n. 

1.     The  Investment  Oi\;.U.-ion  pfiepoAe  lOfvLtten  pfiocedu^e^ 
to  alt  agencA.eJi  involved  fiegoJid-ing  pn.open.  and  unl[\onjn 
accounting  methodU>   ion.  handting  all  tijpe.*>  o^  investment 
tAans  actions. 

3.     The  Investment  Vwision  i^sue  an  advijiofiy  to  a.ti 
Stable  agencies  to  discontinue  agency  deta.il  necofid 
keeping   ion.  investment's ,  when  the  centiatized  system 
is  completely  ope-iational. 

Comments : 

1.   We  concur  with  this  recommendation.   Previously  the  Board  of 
Investments  did  not  have  the  capacity  to  handle  the  investment  accounting  for 
all  agencies;  therefore,  this  function  was  left  to  the  various  agencies.   With 
the  installation  of  the  Portfolio  Management  System,  the  Board  of  Investments 
will  do  the  investment  accounting  and  have  the  capability  to  locate  and  correct 
any  accounting  errors. 

The  Board  of  Investments  has  seven  (7)  volumes  of  written  procedures, 
including  written  procedures  for  clerical  input  preparation,  data  control  and 
error  handling,  and  account  control  and  balancing  for  the  Portfolio  Management 
System.   The  Board  of  Investments'  clerical  staff  will  input  all  data  and  the 
accountant  will  balance  all  output. 
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2.  We  concur  with  this  recoininendation.   When  the  Portfolio  Management 
System  is  operational,  the  agencies  involved  will  receive  written  instructions. 
In  addition,  general  guidelines  will  be  incorporated  into  the  Montana 
Administrative  Manual. 

3.  When  the  Portfolio  Management  System  is  fully  operational, 
duplicate  detailed  records  will  be  phased  out. 

R^commtndcLtLon  -   Pag^  33: 

Thz  InvzitmzyU  Viv4J>-ion  zvaluate.  {,0Kmi  pn.ej>^ntZij  lucd 
In  Invd^inn^nt  aaquuUAjU.oyu>  and  colZdctloyib    to  daZ^minz 
wlizthtu  thzy  could  be  nzdulQntd  and  con&otidatiLd. 

Comments : 

We  concur  with  this  recommendation.   Procedures  and  forms  will  be 
the  subject  of  continual  review.   During  the  transition  to  a  centralized 
investment  function  extensive  documentation  was  required  to  allow  all  agencies 
to  maintain  parallel  accounting  records. 

Rzcommandatlon^  -   Page,  3S: 

1 .  Tkz  BooAd  zxploKz  itaJutu  fieJj3XX.ng  to  iX&  fiQJipon.byibiZJJU.iiA 
and  duitte.6  o-i  thz  Vzpo&AXofiy  BooAd. 

2.  The.  BooAd  ^ecuAe  a  LUting  oi   txce.ptA.on.!>  noted  by  State 
TueoMxAeA  on  the  investment  i.nventoiy  and  make  tlie  neceMa>ty 
adjLU>tmenti>. 

Comments ; 

1.  House  Bill  18  amends  the  functions  of  the  Board  of  Investments 
as  it  relates  to  the  State  Depository  Board.   The  Board  of  Investments  will 
carry  out  its  responsibilities  and  duties  as  enacted. 

2.  We  concur  with  this  recommendation.   Any  differences  between 
the  State  Treasurer's  records  and  the  Board  of  Investments'  records  will  be 
reconciled  and  brought  into  agreement  by  June  30,  197  3. 

12. 


Comments : 


Comments : 


R^comme.ndcutloyi6   f,on.  thz  Stcttz  Tn.ii.cULLn.2A  -   Pagu   3S  and  39: 

/.      Coniiotldcut^  custodial  ■f^anctlon  l\on  alt  6e.cuAAJxu, 
cHcladtug  JfitcUuAij  inve^-trmnt^ ,   andoA  ont  ptnJiOn. 

lib.  ComplQ.te.  and  up-to-date,  invzn-tofiij  o^  alt  -i  ecubn-ltlu , 
inctudtng  TficaiuAy  invej,tyne.nti> ,  and  6ubmiX  any  di^cAepancte^ 
to   the.   Inviiitm&nt  Division  ^OK  adjixittamnt. 

3.  Sack  IzgaZ  clanA.{^icatA.on  o{s,  cuustodMtt  ne^ponA,lbiLctlQj> 
M-tth  fingaxd  to  InveAtmtntA  not  pfiue.ntty  undzn.  TfizaMJi/Le.n.' i 
CLLbtodtat  contnot. 

4.  VX^coivtina^  -khoMtng  TfidoMiny  ln\i2Mtmznti>  oA  pafit  oi 
"caj)k  and  ca^h  iXojn^" . 

5.  Imptim2.nt  a  6yi>t(un  0($  pan.  value.  doVUui  contAol  ovqa  all 
-Lnvutmdnt!)  and  n.iiconcJJ.e.  monttiZy  to  the  contAol  totaJj, 
kept  by  tlie  Inveiitrmnt  VivLilon. 


Please   refer   to   the   State  Treasurer's   reply. 

Recommendations  -   Page   39  and  40: 

1.     The  Boand  iceb  legal.  cZanl^tcatton  oi  Section  79-201, 
R.C.M.    1947 ,   pcn.talnA.ng  to  the.  custody  and  utUUzatlon 
oq  i,  ecu.n^UU.e^  and  i>a{^eke.eptng  n.cceJ^pt6. 

1.     The  BooAd  outLtne  In  whJjbing  tiie,  du-tieJ^  and  Kcquifiemcnt^ 
0(5   each  agency  -involved  -in  the.  .investment  pn.oce.6-!>. 

3.  The  BoaJid  estabtlih  gutdetinei   {,ofi  pfiopen  contAol  and 
kandttng  o^  .n.epun.chaA>e  agfieements. 

4.  The  SooAd  6eek  legal  clxvit^icat-ion  oi  PaAagn.aph  1, 
Section  79-301,  R.C.M,    i947,  negaxdlng  the  .btatutofty 
iequ,in.ejment:A>  ^ofi  coltateAaLiztng  State  Vepo&itd. 

5.  The  BooAd  iofmuZate  pn.oceduAe-i   ion.  pfiopet  handLing  and 
accounting  ^on.  poAtlaZ  n.edemptlon^. 


1.      House   Bill    397   now  before   the   43rd  Legislative  Assembly  amends 
Section  79-201,    R.C.M.    1947,    relative   to   safekeeping  receipts. 
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2  &  3.   Instructions  relative  to  the  investment  process  will  be 
issued  to  all  State  agencies  after  the  new  Portfolio  Management  System  becomes 
operational. 

4.  House  Bill  18  now  before  the  43rd  Legislative  Assembly  amends 
Section  79-301,  R.C.M.  1947,  relating  to  collateral  for  State  funds. 

5.  We  do  not  concur  with  this  recommendation.   Paying  agents 
generally  do  not  issue  new  certificates  when  partial  redemptions  are  made. 
They  merely  indicate  the  new  balance  on  the  back  of  the  old  certificate. 
This  creates  a  minor  clerical  problem  that  portfolio  managers,  security 
custodians  and  auditors  must  learn  to  live  with. 

Re.commtndciti.on  -   Page  42: 

Thz  SooKd  and  tiio.  Tn.(La.i>uAeA  6 adz  legal  cloAl^ication 
tcga'id'Cng  cu^todiat  'le.iponii'ibA.ZA.tlc^  mith  tc.ipect  to 
■>iQ,aJL  d-^tate.  mofitgageJi ,   FHA  not2.6  and  Uni\j(Uui.tij 
Syi>ten\  invu>imz\vti>. 

Comments : 

House  Bill  397  now  before  the  43rd  Legislative  Assembly  clarifies 
the  law  regarding  the  custodianship  of  securities. 

Rilcommzndati.on^  -   Vagu  43  and  44: 

J.     Tkt  BooAd  duii,caA.d  contmplatzd  ptani   i^o^  computeJvizing 
monXgagu. 

2.  The.  Boan.d  e6tabLuk  control  aceoanX^b  onZij  ^on.  mo^tgagei 
.in  -the  investment  Inventofiij  6ij6tem. 

3.  The  Soofid  fiequest  agenci-e-ii  to  {^o'mJan.d  mont^ilij  mofitgagc 
collection  nepofvti,  to  the  Inve^stment  Of^lyicen.  {^on.  fieviem. 

Comments : 


1  &  2.   We  do  not  concur  with  these  recommendations.   Professional 
investment  management  requires  yield  information  by  individual  mortgages.   This 
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would  be  impossible  to  determine  if  only  control  account  totals  were  kept  by 
portfolios. 

Tliese  recommendations  are  in  conflict  with  the  auditor's  recom- 
mendation found  on  paqe  46. 

3.  We  concur  with  this  recommendation  until  a  better  system  for 
handling  mortgages  becomes  operational.  Efforts  will  be  made  to  implement 
this  recommendation  by  June  30,  197  3 

Rzcomme,ndaJxonl>   -  Pag£  45: 

16  2.     Thu  TnveJitmznt  V-lv-uion  adopt  a  uyu^o^un  and 
CO  Hi  ^i  tent  potlcLj  wtth  ntQOMd  to   dej^e-iAoZ  and 
amonjtizaZion  o^  monXgage.  dLbcount^  and  commanica.tz 
tlvit  poticy  to  otkoA  agtncZeA  involved. 

Comments : 

1   &   2 .      We   concur  with  these    recommendations   and    hope   to    implement 
them   by   June    30,    1973. 

RecommeHdatc-un   -   Pagii  46: 

Tlie  Boatd  iyiitA-tuLtd  a  study  in  tiit  oAea  of,  tliz  StatC- 
■SCAvic^ng    cti   oMn  mofitgage  invcJ>tyr\CLnt^. 

Comments : 

We  do  not  concur  with  this  recommendation  which  has  appeared  in 

previous  audit  reports.   The  Investment  Division  has  inquired  of  eleven 

states  to  determine  whether  or  not  they  service  their  own  mortgages.   None 

of  the  eight  states  replying  serviced  their  own  mortgage  investments.   Mortgage 

purchases  are  evaluated  on  a  yield  basis.   If  the  yield  is  not  reasonably 

comparable  to  other  types  of  investments,  the  mortgage  is  not  purchased.   There 

is  serious  doubt  that  a  servicing  agency  would  be  willing  to  sell  attractive 

mortgages  to  the  State  if  the  State  serviced  its  own  mortgages. 
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If  they  were  willing  to  sell,  the  grade  of  offerings  would  likely 
be  lower  than  we  are  now  receiving.   This  means  the  State  might  be  forced 
to  negotiate  its  mortgages  directly  with  the  borrower.   This  recommendation, 
if  implemented,  would  place  the  State  in  direct  competition  with  private 
enterprise.   If  this  recommendation  is  valid,  then  one  could  go  on  to  rec- 
omend  that  the  State  operate  its  own  bank.   We  do  not  believe  this  is  a 
proper  function  for  the  State  of  Montana. 

If  the  Legislative  Audit  Committee  wants  to  pursue  this  further, 
we  suggest  that  the  Legislative  Council  be  authorized  to  study  the  feasibility 
of  establishing  a  State-owned  bank. 

Re.commzndation  {\0>i  tiie  Teac'ieA^ '   RiztiAejrmyit  Siii>t2m  -   Paqc  49: 

—  ^  -  — 

T/te  Investment  Vivi.i>ivn  mpl&)mnt  xcal  pKopextij  accoatttcng 
p^ocedu.re4  co^t6-c4te^^t  i^itii  tiio^e.  a-t>ed  by  Pablj.c  Emp^oyee^' 
R<i.tLxejnznt  Sijitfm. 

Comments : 


Please  refer  to  the  Teachers'  Retirement  System  reply. 

Re.comm(LndaJU.on.s   -   Page   49: 

1.     Tkz  BooAd  QJitahLUh  accounting  contAol  oveA  the  Keal 
QJ>taXz  in\)QJitm<inti> . 

2  5   3.     The  Soa/id  o^i^cii  agcncA-dM  wiZh  ficaX  e.statc 
■invciitmcnti  tn  rfeu^uiq  unj.{,onm  accounting  pioceduici 
and  icpottLng  fLCtcvant  data  to  the  Investment  Divtbion. 


Comments: 


We  concur  with  these  recommendations  and  will  try  to  implement  them 

by  June  30,  1973. 

RecommendatA.on^   -   Page  57: 

J.      The  Investment  Vivi^ion  take  a  complete  pktjitcat  invantofiij 
o{)  {^ix-cd  aMejtii. 
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1.     Tlic   Invcitrmut  Vivlilon  (ii>tabta,h  vaZa(U>   dox  att 

3.  Tim   Juviiitmavt  V-ivi-iion  utabl-uh  le-dg&h  contio^ 
(id   (1  cxed  O/iiets. 

4.  Tlic   Invc^tjwnt  V-ivi^lon  mcubita-iy^  pdXpztiULH.  ^nventoMj 
iccordi  oi  dd-tciil  (5-cxed  cLi,6e.ti,. 

Comments : 

We   concur  with   these   recommendations.      However,    due   to  the  press   of 
time   and   the    low  priority  of   fixed   asset   accounting    in   comparison  to  the   other 
accounting  problems,    we  may  not  get  this    implemented  until   the    1973/74   fiscal 
year. 

Rccoinmcmia-tioR-j)   -   Page  53: 

y.      The  Boa/id  -^eu-cew  the.  po66ibl(i  aon{)iA.ct  oi  intzxe.it 
6-L.tacitcon  and  iccfc  cZaAl^^lccityion  of)  tlie  existing  ito-tut^ . 

1.      T/ic  BooKd  coni,.idc-\  action,   -i.^  dcejnc.d  nece-54ai/f  and 
appxopxuUe,  to  n.evti,c.  the  itatutt. 

Comments : 

1.   VJe  do  not  concur  with  the  Auditor's  conclusion  that  there  is 
a  possible  conflict  of  interest.   First,  the  conflict  of  interest  law. 
Section  59-501,  R.C.M.  1947,  as  enacted  in  1895  related  only  to  selling  goods 
or  providing  services  to  the  State.   Certificates  of  deposits  and  mortgages 
are  not  goods  or  services.   In  fact,  the  use  of  certificates  of  deposits  was 
not  authorized  by  law.  Section  5-531,  R.C.M.  1947,  until  1927  or  thirty-five 

(35)  years  after  the  conflict  of  interest  law  was  enacted. 

The  Board  Chairman  is  only  a  minority  stockholder  in  his  bank.   There 

is  some  doubt  whether  the  Attorney  General's  Opinion  even  applies  to  minority 

stockholders.   Please  refer  to  the  Board  Chairman's  letter  to  Governor  Judge 

attached  (Exhibit  C) . 


17. 


The  law  creating  the  Board  of  Investments,  Section  82A-204,  R.C.M. 
1947,  requires  the  Governor  to  appoint  members  who  are  "informed  and  ex- 
perienced in  the  subject  of  investments".   If  bankers,  savings  and  loan  officers, 
stockbrokers  and  bond  dealers  are  excluded  from  the  Board  because  of  their 
holdings  in  some  firm,  it  will  be  nearly  impossible  to  get  any  qualified  people 
to  serve  on  the  Board. 

The  audit  report  does  not  show  the  entire  picture  and  is  misleading. 
It  implies  that  all  of  the  certificates  of  deposits  held  by  the  First  Security 
Bank  of  Helena  were  acquired  since  Mr.  Caruso  became  Chairman  of  the  Board. 
This  is  not  true.   The  State  held  First  Security  Bank  of  Helena  certificates 
of  deposit  of  $2,300,000  on  June  30,  1971,  which  was  prior  to  the  creation  of 
the  Board.   Of  this  sum,  $750,000  is  still  outstanding  and  the  remainder  has 
been  reinvested  at  a  higher  interest  rate.   In  addition,  the  audit  report  implies 
that  mortgages  serviced  by  the  First  Security  Bank  of  Helena  were  purchased 
through  the  Board,  which  is  not  the  case.   All  mortgages  serviced  by  the  bank 
were  acquired  by  the  various  portfolio  managers  prior  to  the  creation  of  the 
Board. 

A  comparison  of  the  State's  total  deposits  and  investments  in  the 
four  Helena  banks  shows  that  the  First  Security  Bank  of  Helena's  holdings  are 
the  next  to  the  lowest.   Their  demand  deposits,  which  do  not  earn  any  money  for 
the  State,  are  the  lowest  of  the  four  Helena  banks.   The  larger  Helena  banks 
do  not  sell  more  certificates  of  deposits  to  the  State  because  they  hold 
substantial  interest-free  demand  deposits  and  do  not  need  the  cash.   The 
following  schedule  shows  the  comparable  State  holdings  of  the  four  Helena  banks 
as  of  June  30,  1972. 
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Description 

Demand  Deposits 

Certificates  of  Deposit 
&  Repurchase  Agreements 


Mortgages 


Total 


Commerce 

Bank  & 
Trust  Co. 

$   132,031 


1,222,000 

1,174,818 

$2,528,849 


First 
Security 
Bank  of  Helena 


First 
National 

Bank  & 
Trust  Co. 


Union 
Bank  & 
Trust  Co. 


$    60,081     $3,354,662   $  9,548,867 


3,758,000 
1,172,329 


1,000,000     2,502,388 
1,546,042     9,582,527 


$4,990,410     $5,900,704   $21,633,782 
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2.  House   Bill    31   recently   enacted   by   the    43rd   Legislative    assembly, 
and   signed  by  the   Governor,    clarifies  the   State's  conflict  of    interest   laws 
and   eliminates   any  questions  of   conflict  of   interest 

Rzcomme.ndcutioyu,   -   Pagej>   55  and  56: 

1.     Tkz  BooAd  take.  acJU.on  to  adjixit  mtnoK  (ic^^eAence/6, 
'in  pafi  vatuz  and  co.it,   bztbOttn  annual  Hdpofit  {^tguAeA  and 
aaduJizd  {^tguAeJi . 

1.     T/ie  BooA-d  i.nci.on.poh.oJit  mofitgage.  batanc^  totals  in  thd 
tnvutimnt  accounting  4i/-6-tejTi. 

3.  The  Boa^d  gain  accounting  and  inveAtitmnt  contn.ot 
oveA  thoie.  invutmznti  of^  thz  Llniv^uity  Sijitem  not 
pKUzntZy  uYvdoA  contAol. 

4.  The  Boa^d  utabZi^h  a  goat  05  accumulating  all 
pejvtinznt  data,  -io  that  ^nvz^istnitnt  ^e.po^ti>  witt  fitilect 
complete  (^igufiQj>  (^on.  all  State  inve^stmcnti,. 

Comments ; 

1.  We  concur  with  this  recommendation  but  the  audit  findings  were 
uncalled  for.   The  Board  made  a  concerted  effort  to  issue  a  meaningful  report 
with  accurate  data.   The  auditors  were  furnished  advance   copies  of  the 
schedules  found  in  the  Board's  annual  report.   They  assured  us  that  the 
schedules  reconciled  with  their  audited  figures.   If  the  Board  had  received 
any  indication  that  the  schedules  needed  adjusting,  the  report  would  not  have 
been  printed  until  it  was  correct. 

2.  We  concur  with  this  recommendation. 

3.  House  Bill  18,  now  before  the  Legislature,  establishes  a  short- 
term  investment  pool  for  all  public  investment  moneys.   With  the  implementation 
of  the  pool,  the  Board  will  have  the  capability  of  managing  the  funds  of  the 
University  System. 

4.  The  Board's  report  will  hereafter  be  footnoted  to  show  any 
investments  not  included  therein. 

20. 


Exhibit  A 


^ullia  (!i).  (Hmuuirs,  ^hitc  tlri'iiaurrr 


T*»N^l&p>     2 


tat^  nf  iHontana 

?i>ffirf  of  tl]c 

Olnpttiil 
HcUnia,  DHuiitaiui  SVHUH 


Morris  L.  Brusett,  Legislative  Auditor 
State  of  Montana 
State  Capitol 
Helena,  Montana  59601 

Dear  Mr.  Brusett: 


January  19,  1973 


i 


"13  23  1973 
vnrr.mh  legislative  al^'-o" 


Enclosed  is  the  formal  written  reply  to  the  final  draft  of  the  audit 
report  on  the  Investment  Division  as  prepared  by  the  C.P.A.  firm 
of  Anderson,  Zurrauehlen  and  Company,  for  publication  in  the  audit 
report  to  be  released  at  the  next  meeting  of  the  Legislative  Audit 
Committee. 

Sincerely, 


,A/^'   ^/. 


/■ 


/  / 

'         Mollis  0.  Connors 
State  Treasurer 


Si 


STATE  OF  MONTANA 
OFFICE  OF  THE  STATE  TREASURER 
JANUARY  19,  1973 


Comments  and  suggestions  of  the  State  Treasurer  on 
Report  of  Examination  of  the  Investment  Division  of 
the  Department  of  Administration,  State  of  Montana, 
dated  June  30,  1972,  prepared  by  Anderson,  ZurMuehlen 
and  Company  at  the  request  of  the  Board  of  Investments 
and  the  Director  of  the  Department  of  Administration. 


Recommendation:   Page  4 

Pursuant  to  a  recommendation  in  a  report  by  the  Legislative 
Auditor,  dated  December  14,  1971,  the  State  Treasurer  conferred 
with  personnel  of  the  Workmen's  Compensation  Division  with  refer- 
ence to  its  locked  safe  in  the  securities  vault  in  the  State 
Treasurer's  office.  This  conference  resulted  in  the  turning  over 
to  the  State  Treasurer  of  all  investment  securities  previously 
stored  in  the  locked  safe.  A  joint  audit  of  these  securities 
was  made  January  12,  1973  by  the  State  Treasurer,  the  Chief 
Accountant  of  the  Workmen's  Compensation  Division  and  the  Assistant 
Investment  Officer  of  the  Board  of  Investments.  The  Workmen's 
Compensation  Division  continues  to  hold  in  the  locked  safe  within 
the  confines  of  the  State  Treasurer's  securities  vault,  the  bonds 
of  the  various  insurance  companies  doing  business  with  it.  The 
State  Treasurer  will  confer  with  the  Workmen's  Compensation 
Division  concerning  the  matter  of  joint  access  to  this  locked 
safe  and  an  inventory  control  system. 
Recommendations:  Pages  13  through  15 

I.   There  is  no  time  lag  in  recording  of  deposits  in  the 
State  Treasurer's  office  from  documents  coming  into  the  office 
in  the  regular  course  of  business  each  day.   Late  afternoon, 
deposits  in  the  Helena  banks  do  not  reach  the  office  until  the 
following  day.   Deposit  information  from  banks  outside  the  Helena 
area  reach  the  office  in  due  course  by  mail.  Conferences  with 
the  Investment  Officer  of  the  Board  of  Investments  reveal  that  he 
has  no  difficulty  in  obtaining  accurate  bank  balances  from  ail 
Helena  banks  each  morning  of  every  business  day  so  that  he  is 
fully  informed  of  state  funds  available  in  the  Helena  banks  for 
investment  each  business  day.   It  is  suggested  that  a  central- 
ized computerized  system  in  the  office  of  the  State  Treasurer 


would  make  possible  instant  recording  of  deposits  of  state  funds 
by  all  Montana  banks.   The  cost  of  such  a  system  is  a  consider- 
ation.  Such  a  system,  of  course,  should  include  provision  for 
instant  recording  in  the  office  of  the  State  Treasurer  of  all 
bank  transactions  involving  funds  of  the  State  of  Montana,  in- 
cluding the  cashing  of  all  state  warrants. 

2.  There  may  be  some  delay  in  prompt  depositing  by  the 
various  agencies  of  state  government.   The  law  (Section  79-306, 
Revised  Codes  of  Montana,  1947)  provides  that  all  agencies 
deposit  dai  ly.   it  is  suggested  that  the  Department  of  Admin- 
istration issue  its  directive  reminding  ail  departments  of  the 
requirements  of  the  law  and  demanding  compliance  therewith. 

3.  The  State  Treasurer's  office  furnishes  to  the 
Investment  Officer  daily  information  on  cash  flows  of  receipts 
and  disbursements.   It  is  our  understanding  that  the  Investment 
Officer  utilizes  this  information  in  a  system  which  enables  him 
to  develop  his  own  method  of  forecasting  cash  flows  and  balances. 
The  recommended  historical  data  analysis  from  prior  years  thus 
becomes  an  unnecessary  and  time-consuming  procedure. 

4.  It  is  the  intention  of  the  State  Treasurer  to  confer 
on  a  continuing  basis  with  the  Department  of  Administration  re- 
garding ways  and  means  to  increase  the  efficiency  of  systems 
involved  in  the  recording  functions  of  this  office.   The  comput- 
erized system  suggested  in  paragraph  I  hereof,  would  be  the  ideal 
solution  when  fully  operational. 

5.  This  recommendation  does  not  involve  the  office  of  the 
State  Treasurer. 

6.  Demand  account  balances  presently  being  maintained  in 
Montana  banks  si tuated outside  of  the  Helena  area  are  subject  to 
review  daily  and  draw  down  by  the  State  Treasurer  at  least  twice 

3. 


each  week  on  a  continuing  revolving  basis.  This  procedure  can 
be  accelerated  greatly  by  the  allocation  of  additional  personnel 
to  the  office  of  the  State  Treasurer  as  requested  in  the  budget 
for  the  coming  biennium.   It  is  suggested  that  the  Board  of 
Investments  furnish  to  the  State  Treasurer  an  up-to-date  list 
ot  designated  depositories,  pursuant  to  Section  79-301  (3), 
Revised  Codes  of  Montana,  1947,  for  state  funds  including  there- 
with the  recommended  amount  of  demand  deposit  balance  to  be 
maintained  in  each  of  said  designated  depositories. 

Use  of  the  correspondent  bank  process  of  bank  debits  and 
credits  to  reduce  automatically  each  bank  account  to  a  minimum 
predetermined  balance  when  it  reaches  a  certain  predetermined 
maximum  figure  by  transferring  to  Helena  bank  accounts  is  con- 
trary to  the  law  governing  the  duties  of  the  State  Treasurer. 
Section  79-201,  Revised  Codes  of  Montana,  1947,  provides  among 
the  general  fiscal  duties  of  the  State  Treasurer:  "The  State 
Treasurer  shall  be  the  custodian  of  all  moneys  and  securities 
of  the  state  unless  otherwise  expressly  provided  by  law,  and 
it  is  the  duty  of  the  State  Treasurer:   I.  To  receive  and 
account  for  all  moneys  belonging  to  the  state,  not  expressly  re- 
quired by  law  to  be  received  and  kept  by  some  other  person 

"(Emphasis  supplied).   If  this  procedure  of  automatic  trans- 
fer of  funds  between  banks  is  to  be  instigated,  the  statute  above 
quoted  should  be  amended. 
Recommendations:  Pages  38  through  40 

The  comments  and  recommendations  with  reference  to  invest- 
ment inventory  control  are  being  studied  and  considered  by  the 
incumbent  State  Treasurer  who  took  office  on  January  I,  1973. 
Suggested  procedures,  if  found  to  be  feasible  in  terms  of  per- 
sonnel and  space  will  be  instigated  and  reassignment  of  duties 

4. 


within  the  office,  if  found  to  be  necessary,  will  be  made. 
Satisfactory  reorganization  of  the  office  depends  in  large 
part  upon  the  budget  appropriation  for  the  next  biennium. 

It  is  highly  desirable  that  the  State  of  Montana, 
through  its  Board  of  Investments,  realize  as  much  return  as 
possible  on  its  surplus  cash,  but  expediency  in  investment 
practices  should  not  take  precedence  over  legal  require- 
ments.  It  is  suggested  that  Section  79-201,  Revised  Codes 
of  Montana,  1947,  be  amended  to  provide  for  exceptions  to 
actual  custodial  duties  of  the  State  Treasurer  if  the  prac- 
tices involving  safekeeping  receipts,  repurchase  agreements 
and  mortgages  are  to  continue. 
Recommendation:  Page  42 

Real  Estate  Mortgages 

If  real  estate  mortgage  notes  are   to  remain  in  the  hands 
of  the  banks  which  service  these  mortgages,  the  exception 
should  be  included  in  any  amendment  to  Section  79-201,  R.C.M. 
1947,  defining  custodial  duties  of  the  State  Treasurer. 

FHA  Notes 

The  only  FHA  note  in  the  actual  custody  of  the  State 
Treasurer  at  the  present  time  is  payable  to  the  Montana 
Highway  Patrolmen's  Retirement  Board  in  the  principal  amount 
of  $56,670.00  reduced  by  annual  payment  to  a  principal  balance 
of  $56,192.29  as  of  February  7,  1972. 

The  State  Treasurer  has  conferred  with  the  office  of  the 
Board  of  Investments  relative  to  securing  physical  custody  of 
all  of  the  FHA  notes  presently  held  by  certain  departments  in 
their  respective  offices. 

University  System  Investments 

It  is  suggested  that  any  amendment  to  Section  79-201, 

5. 


R.C.M.  1947,  regarding  exceptions  to  the  custodial  duties  of 
the  State  Treasurer,  should  be  drafted  in  connection  with 
Section  75-8501,  R.C.M.  1947,  which  sets  forth  the  powers 
and  duties  of  the  State  Board  of  Education  as  ex  officio 
regents  of  the  Montana  University  System  and  other  pertinent 
statutes. 


6. 


Exhibit   B 


The  Teachers  Retirement  System 


State  of  Montana 

1500  Sixth  Ave.  Phone  406-449-3134  f/'.'.'AMA  LLGISLATlVt  AUllii, 

HELENA,  MONTANA  59601 


MEMBERS  OF  THE  BOARD 

lAMES  E    BURKE,  Livingston.  Chairman 
PAUL  D   CARUSO.  Helena 
lAMES  N    DENNEHY.  Butte 
LORENCE  B    SIMONSEN,  Clendive 
DOLORES  COLBURC, 

State  Supt.  ot  Public  Instruction 

January  24,  1973 


ALTON  P    HENDRICKSON.  Executive  Secretary 
OWEN  L    MORRIS,   |R  .  Asst    Executive  Sec  rel.«v 


Doyle  B.  Saxby,  Director 
Department  of  Administration 
State  Capitol  Building 
Helena,  Montana  59601 

Dear  Mr.  Saxby: 

As  requested,  we  have  commented  below  on  the  recommendations 
pertaining  to  the  Teachers  Retirement  System  as  noted  in  the 
Board  of  Investment  audit  report: 

1.   Real  Estate  Mortgage  Collections: 

Recommendation  by  Auditor:"  That  these  practices  (receipt 
and  recordation  of  mortgage  principal  and  interest  pay- 
ments by  the  same  person)  be  discontinued  at  both  divisions, 
and  that  the  functions  of  receiving  and  depositing  be  seg- 
regated from  record-keeping  functions  in  the  future." 

Comment:   The  Teachers  Retirement  System  is  aware  of  this 
weakness  in  our  internal  control  and  brought  it  to  the 
attention  of  the  auditors  during  our  last  audit. 

Action  to  correct  this  weakness  will  be  taken  upon  com- 
pletion of  an  internal  systems  study  being  conducted  to 
streamline  and  improve  our  service  and  record-keeping 
functions. 


2.   Teachers  Retirement  System  (T.R.S.)  Reconciliation  and 
Documentation  Problems: 

Recommendation  by  Auditor:  "  We  recommend  that  the  Teachers 
Retirement  System: 

1.  Take  immediate  action  towards  reconciling  the  invest- 
ment control  differences  between  their  general  ledger  and 
detail  security  listing,  as  of  June  30,  1972.   All  recon- 
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Doyle  B.  Saxby 


ciling  differences  should  be  given  to  the  Investment 
Division  and  Central  Accounting,  for  adjustment  of 
their  records  as  necessary. 

2.  Take  immediate  steps  towards  updating  mortgage  files 
and  establishing  a  more  consistent  program  for  auditing 
of  banks  which  service  real  estate  mortgages. 

3.  Take  immediate  action  to  clear  up  the  unreconciled 
difference  in  the  cash  balance,  which  exists  between 
T.R.S.  and  Central  Accounting.  " 

Comment:   Again,  T.R.S.  is  aware  of  these  problems,  and 
brought  them  to  the  attention  of  the  Auditors  during  the 
last  audit. 

Items  1.  and  3  have  been  given  priority  and  should  be 
fully  reconciled  within  30  days.   As  mentioned  in  the 
audit,  the  factor  precipitating  these  problems  was  lack 
of  time  by  personnel,  which  was  in  turn  precipitated  by 
personnel  turnover  near  the  end  of  the  fiscal  year. 

However,  T.R.S.  does  take  exception  to  a  portion  of  item 
#2.   The  general  chaotic  condition  of  mortgage  files  has 
been  one  of  long  standing.   It  is  felt  that  these  files 
should  be  maintained  by  the  servicing  agents,  as  no  rea- 
son can  be  seen  for  duplicating  these  files  in  our  office. 
A  comprehensive  annual  audit  of  each  servicing  agent  and 
a  system  for  easily  and  quickly  determining  the  pertinent 
financial  data  for  each  mortgagor  and  servicing  agent  is 
currently  being  formulated  and  should  be  fully  implemented 
within  the  current  fiscal  year. 

Investments-  Real  Property  Accounting  and  Reporting  System: 
Recommendation  by  Auditor:  "  We  recommend  that  T.R.S. 

1.   Implement  real  property  accounting  procedures  comparable 
to  those  utilized  by  P.E.R.S." 

Comment:  Again,  this  problem  has  been  recognized,  and  is 
being  solved  as  the  Auditor  points  out  in  the  text  of  the 
comments  on  pages  48  and  49. 
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Doyle  B.  Saxby 

Summary:   Prior  to  June  30,  1971  the  accounting  system  of  the 
Teachers  Retirement  System  was  very  weak  and  only  superficially 
followed  accepted  governmental  accounting  procedures.   However, 
since  that  time  a  comprehensive  program  of  operations  study  and 
implementation  of  change  and  improvement  has  been  undertaken  . 
This  program  has,  however,  been  somewhat  hindered  due  to  personnel 
turnover  and  staff  shortage,  thereby  delaying  the  implementation 
of  some  major,  badly  needed  changes.   It  is  anticipated  that  all 
major  systems  studies  will  be  completed  and  in  the  process  of 
implementation  by  the  end  of  the  current  fiscal  year,  requiring 
only  system  fine  tuning  and  modifications  of  minor  importance 
to  keep  abreast  of  changing  needs. 

Sincerely, 

THE  TEACHERS  RETIREMENT  SYSTEM 

Alton  P.  Hendrickson,  Executive  Secretary 
APH/eb 
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January   17,    197  3 

■"13  23  1973 

1     ,..,;;.;  LEGisLAiiVE  h\y 

Thomas  L.  Judge 
Governor  of  Montana 
State  Capitol 
Helena,  Montana  59601 

Re:  Audit  Report  of  the  Board  of  Investments 

Dear  Governor  Judge : 

The  preliminary  draft  of  the  audit  report  of  Anderson  and 
Zur  Muehlen  of  Helena  with  respect  to  the  operations  of  the 
State  Board  of  Investments  raises  a  question  as  to  whether 
my  position  as  Chairman  of  this  Board  which  in  turn  does 
business  with  the  First  Security  Bank  of  Helena  constitutes 
a  conflict  of  interest  within  the  meaning  of  the  law. 

The  Board  of  Investments  from  time  to  time  purchases  certi- 
ficates of  deposit  from  the  First  Security  Bank  of  Helena 
which  is  a  Montana  corporation.   I  am  President  of  this  bank 
and  hold  14.8%  of  its  stock. 

The  report  observes  that  a  certificate  of  deposit  is  a  con- 
tract and  that  I  am  a  public  officer  within  the  meaning  of  this 
section  as  discussed  in  Attorney  General  Robert  L.  Woodahl's 
recent  opinions  with  respect  to  this  subject.   The  report 
does  not,  however,  discuss  what  seems  to  me  to  be  the  central 
question  which  is  whether  as  an  officer  and  minority  share- 
holder my  interest  in  the  bank, brings  me  within  the  pro- 
scription of  the  law.   Attorney  General  Woodahl's  opinion 
of  March  14,  1972,  discussed  this  subject  in  some  depth  as 
follows: 

In  the  final  portion  of  your  request  you  suggest 
that  corporations  may  have  as  directors,  officers, 
or  shareholders,  persons  already  prohibited  by 
sections  82-1144  and  82-1922,  supra,  from  being 
interested  in  state  contracts.   Yo\ar  question 
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then  pertains  to  whether  the  individual's 
disability  applies  to  a  corporation  of  which 
he  is  an  officer,  director,  or  stockholder. 
Because  of  the  degree  of  interest  that 
different  persons  occupy  in  corporations, 
associations,  etc.,  it  would  be  relatively 
impossible  to  set  forth  an  absolute  formula 
for  determining  the  extent  of  the  prohibitions 
found  in  sections  82-1144  and  82-1922,  supra. 
Each  situation  must  be  resolved  on  a  case  by 
case  basis.   I  would  only  suggest  that  the 
language  found  in  the  opinion  of  the  Supreme 
Court  of  Illinois  in  People  v.  Adduci,  supra, 
at  page  4,  may  operate  as  a  guide  in  your 
determination: 

"The  interest  against  which  the  prohi- 

Hltion  is  leveled  is  such  an  interest 

as  prevents  or  tends  to  prevent  the 

public  official  from  giving  to  the 
3^,,ki  ,'  ^  rrm:  ^ a.  .•  -i  ^-_  j — ?r-m— ? — ^ 


public  that  impartial  and  faithful 


service  which  he  is  in  duty  bound  to 


render  and  which  the  pxjblic  has  every 
right  to  demand  and  receive.   Not  every 
interest  is  a  bad  or  corrupt  interest. 
The  desire  of  every  public  official  to 
serve  the  public  faithfully  necessarily 
requires  him  to  take  a  keen  interest  in 
the  affairs  of  his  office  and  the  prohi- 
bition is  manifestly  not  leveled  against 
this  interest.   Whether  or  not  the  interest 
in  any  given  case  comes  within  the  prohi- 
bition of  the  statute  may  well  become  a 
question  of  construction  for  the  court  in 
view  of  all  the  facts  and  circumstances 
shown  in  the  particular  case.   (Citing 
authority) "   (Emphasis  supplied) 

Using  the  test  laid  down  by  the  Attorney  General  to  the  First 
Security  Bank's  transactions  with  the  State  of  Montana  I  refer 
you  to  the  Board  of  Investments  annual  report  to  the  Governor 
as  of  June  30,  1972.   On  that  date  my  bank's  certificates  of 
deposit  with  the  State  of  Montana  yielded  a  return  ranging 
from  4.50%  to  6.20%.   The  latter  was  the  highest  yield  paid 
the  state  by  any  bank  in  Montana.   The  average  yield  on  all 
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state  funds  in  certificates  of  deposit  in  Montana  banks  on 
that  date  was  5.5  4%.   The  average  yield  on  all  such  funds  in 
the  First  Security  Bank  on  that  date  was  5.57%. 

Based  on  the  yields  reflected  in  this  report  I  don't  believe 
it  can  be  said  that  my  connection  with  the  bank  has  caused 
me  in  my  capacity  as  Chairman  of  the  State  Board  of  Invest- 
ments to  give  the  State  of  Montana  anything  less  than  the 
full  measure  of  impartial  and  faithful  service  which  I  am 
bound  to  give  under  Attorney  General  Woodahl's  opinion. 

I  feel  that  in  fairness  the  final  audit  report  ought  to 
reflect  these  additional  aspects  of  this  question  as  well  as 
those  set  out  in  the  preliminary  draft.   If  I  had  ever  felt  I 
could  not  give  the  state  that  measure  of  full,  impartial  and 
faithful  service  expected  of  a  public  officer  I  would  never 
have  accepted  this  appointment.   I  believe  my  record  as 
airman  of  the  Board  of  Investments  reflects  that  I  have 
e  so. 

ere!|.y  youra, 


:^\ 


PAUL  D.  CARUSO 
President 


*.J3 
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CONFLICT  OF  INTEREST 

Section  59-501,  R.C.M,  1947,  as  amended 
by  the  43rd  Legislative  Assembly 


Section  1.   Section  59-501,  R.C.M.  1947,  is  amended  to  read  as 
follows : 

"59-501.   Certain  officers  not  to  be  interested  in  contracts.   Members 
of  the  legislature,  state,  county,  city,  town,  or  township  officers  or  any 
deputy  or  employee  thereof,  must  not  be  interested  in  any  contract  made  by 
them  in  their  official  capacity,  or  by  amy  body,  agency ,  or  board  of  which 
they  are  members  or  employees.   In  this  section; 

(1)  The  term  "be  interested  in"  does  not  include  holding  a  minority 
interest  in  a  corporation. 

(2)  The  term  "contract"  does  not  include; 

a.  contracts  awarded  to  the  lowest  responsible  bidder  based  on 
competitive  bidding  procedures,  or 

b.  merchamdise  sold  to  the  highest  bidder  at  public  auctions,  or 

c.  investments  or  deposits  in  financial  institutions  which  are  in 
the  business  of  loaning  or  receiving  money,  or 

d.  contracts  for  professional  services." 
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DESCRIPTION 


Trust  and  Legacy  Account 


Par  Value 


Sold 


Acquired 


Deferred  Realized 

Gain  or  (Loss)         Gain  or  (Loss) 


$   12,440,000       $   12,440,000       $     156,613  $    34,224 


Public  Employees'  Retirement 
System 


2,571,000  2,571,000  25,494 


(1,554) 


Teachers'  Retirement  System 


1,653,000 


1,653,000  (58,899) 


(1,383) 


Workmen's  Compensation  Division 


4,805,000  4,705,000  (  670,019)  (  24,086) 


Volunteer  Firemen's  Retirement 
System 


215,000 


215,000 


(851) 


(106) 


Highway  Patrol  Retirement  System 


745,000 


745,000 


(65,212) 


(1,138) 


TOTALS 


$  22,429,000       $  22,329,000       $  ( 612,874)  $      5,957 


(1 )  Based  on  the  deferred  method  of  accounting  for  gains  and  losses  on  bond  swaps. 
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The  Joint  Legislative  Audit  Committee 
of  the  Montana  State  Legislature 

Gentlemen: 

We  have  been  asked  to  reply  to  the  comments  contained  in  a  letter 
dated  February  19,  1973  from  Mr.  Doyle  Saxby,  Director  of  the  Department 
of  Administration,  pertaining  to  our  Investment  Division  audit  report. 

It  is  our  feeling  that  the  Investment  Board  and  Division  have  made 
considerable  progress  in  their  first  year  of  operations,  considering  the 
magnitude  of  the  problems  faced  at  inception.   Their  activities  have  sig- 
nificantly increased  investment  income  for  the  state  and  up-graded  invest- 
ment holdings  and  future  earnings.   This  was  stated  at  several  points  in 
our  report. 

Our  audit  comments  were  directed  primarily  at  weaknesses  in  internal 
control,  accounting  deficiencies  and  other  problem  areas  noted  during  the 
examination,  which  we  felt  were  within  the  scope  of  the  examination. 

In  the  interest  of  brevity,  our  comments  in  this  reply  are  directed 
only  to  those  items  where  there  appears  to  be  some  controversy.  References 
in  this  reply  are  to  page  numbers  in  Mr.  Saxby' s  letter. 

We  will  be  happy  to  appear  at  any  time  before  the  Committee  to  discuss 
the  audit  report  in  further  depth. 

Sincerely, 

ANDERSON  ZURMUEHLEN  &  CO. 

Todd  M.  Lindberg  ^  // 


MEMBERS  OF  AMERICAN    INSTITUTE  OF   CERTIFIED    PUBLIC    ACCOUNTANTS 


STATE  OF  MONTANA 
DEPARTMENT  OF  ADMINISTRATION 
INVESTMENT  DIVISION 


COMMENTS  IN  RESPONSE  TO  MR.  SAXBY ' S  LETTER  OF  FEBRUARY  19,  1973: 

PAGE  1 .  Recommendation  Regarding  Follow-up  on  Investment  Collections: 

The  auditors  did  not  overlook  the  fact  that  the  accountant  reviews 
and  approves  source  documents.   In  the  case  of  unrecorded  investment 
collections,  there  would  be  no  source  documents. 

PAGE  2 .   Recommendations  Regarding  Audits  of  Mortgage  Investments: 

It  was  not  contemplated  in  our  recommendations  that  the  various 
retirement  systems  should  be  auditing  banks  and  servicing  institu- 
We  do  contend  however,  that  the  real  estate  mortgages  are  a  signif- 
icant part  of  the  investment  portfolios  of  the  retirement  systems, 
and  that  any  adequate  system  of  internal  control  should  provide  for 
internal  auditing  of  all  investments,  particularly  those  which  are 
being  administered  and  controlled  by  others.  It  is  doubtful  that  audits 
by  bank  examiners  or  auditors  would  cover  to  any  great  extent  mort- 
gages not  owned  by  the  banks  themselves,  but  merely  being  serviced 
by  them  under  a  contract  arrangement.  Where  the  banks  themselves 
hold  the  mortgage  instruments  and  all  pertinent  files,  it  would  seem 
that  any  prudent  investor  would  want  to  periodically  review  their 
mortgage  files  to  satisfy  himself  that  his  investment  and  collateral 
was  being  properly  administered  and  safeguarded. 

PAGE  3.   State  Treasurer's  Comments  on  our  Recommendations: 

It  would  appear  that  no  explanation  has  as  yet  been  determined 
for  the  dramatic  shift  in  cash  balances  as  noted  in  our  report  on 
Page  9.  Further  study  will  be  necessary  to  determine  the  source  of 
this  problem. 

As  stated  in  the  Treasurer's  reply  (item  6,  page  4)  a  change  in 
the  quoted  statute  may  be  necessary  in  order  to  achieve  automatic 
transfer  of  funds  from  outside  banks.  We  recommend  this  course  of 
action. 

PAGE  4.  Mr.  Saxby's  Comments: 

It  is  stated  that  "The  Investment  Officer  does  not  rely  on  the 
Treasurer's  daily  bank  balances,  because  of  the  large  amount  of 
warrants  outstanding  at  any  given  time".  He  does,  however,  use  daily 
balances  as  supplied  by  the  banks.   The  same  statement  regarding 
large  amounts  of  outstanding  warrants  also  applies  to  the  balances 
supplied  by  the  banks,  therefore  their  balances  are  not  very  accurate 
either.   The  problem  seems  to  lie  in  determining  the  amount  of  warrants 
outstanding,  which  neither  the  Treasurer  nor  the  banks  can  furnish 
under  the  present  system.   This  data  is  available  through  the  State 
Auditors  office,  but  is  presently  not  received  by  the  Investment  Officer 
until  several  days  later.   This  is  where  some  estimating  and  guess- 
work enters  the  picture. 
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PAGE  4.   Item  3; 


As  we  stated  on  Page  9  of  ourreport,  we  feel  that  the  Investment 
officer  has  done  a  creditable  job  in  the  area  of  investing  surplus 
cash,  in  spite  of  the  lack  of  accurate  data,  and  all  the  other  prob- 
lems encountered. 

Our  recommendation  was  aimed  at  establishing  a  more  formalized 
and  accurate  method  of  forecasting  daily  cash  flows  and  balances  in 
the  future,  in  order  to  do  an  even  more  effective  job.   To  do  this 
he  must  have  reference  to  data  regarding  prior  period  activity.   It 
is  our  understanding  that  current  period  data  is  now  being  accumulat- 
ed in  order  to  provide  necessary  information  for  future  periods. 


PAGE  7.   Comment  5: 


The  amount  of  the  computed  book  loss  on  swaps  does  not  change 
whether  the  "deferral"  or  completed  transaction  method  is  used.   Under 
the  "deferral"  method  it  is  amortized  over  the  bond  life  while  under 
the  "completed  transaction"  method  it  is  recognized  immediately. 

As  we  stated  on  Page  17  and  18  of  our  report,  the  "deferral  and 
amortization"  method  is  an  acceptable  alternative  method.  However, 
the  "completed  transaction"  method  is  still  the  only  recognized  method 
and  any  departure  from  this  method  should  be  fully  disclosed  in  any 
published  financial  statements.   To  quote  from  a  recognized  authority 
in  the  field,  Mr.  A.  M.  Mandolini,  Partner,  Peat,  Marvick,  Mitchell 
and  Co.,  in  a  speech  to  the  National  Council  on  Teacher  Retirement 
in  October  1969,  "Therefore,  the  Committee  (AICPA  Committee)  considers 
both  methods  to  be  acceptable  at  this  time,  in  accounting  for  the 
results  of  securities  transactions,  pending  continued  AICPA  research 
in  accounting  for  securities  and  securities  gains  and  losses.   Those 
banks  choosing  to  defer  and  amortize  securities  gains  and  losses  should 
indicate  by  footnote  what  the  results  would  have  beai  under  the  completed 
transaction  method." 

The  auditors  did  not  "erroneously"  use  par  value  in  computing  the 
amount  of  book  loss*,  par  value  was  deliberately  used  since  this  was 
also  book  value  for  several  of  the  major  funds.   The  basis  used  in 
computing  the  book  loss  and  the  reasons  therefore  are  clearly  stated 
on  Page  18  of  our  report.   At  that  time  we  were  not  aware  that  any- 
one seriously  contemplated  revaluing  all  these  funds  downward  from 
par  value  to  an  amortized  cost  basis.   Neither  were  we  aware  that  the 
original  cost  figures  were  readily  available  without  expending  con- 
siderable time  and  effort. 
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PAGE  8.   (First  Paragraph) : 

The  difference  in  dollar  figures  by  using  a  different  cost  basis 
(par  value  vs  amortized  cost)  has  little  significance  that  is  rel- 
evant to  the  point  made  in  our  report.   The  whole  point  was  that 
gains  on  securities  were  seriously  over-stated  in  the  published 
annual  report,  and  no  disclosure  was  made  of  how  the  gains  were 
computed.   This  is  very  mis-leading  to  readers  of  the  report.   Ap- 
parently action  will  be  taken  to  correct  this  problem  in  the  future. 

In  addition,  the  total  write-down  from  present  book  value  to 
selling  price  vrtiere  the  investments  are  improperly  being  carried 
at  par  value  is  still  $852,243,  no  matter  how  you  handle  it.   The 
$239,369  difference  is  merely  a  write-down  to  arrive  at  true  amor- 
tized book  cost.   This  write-down  still  has  to  be  made  whether  we 
call  it  a  current  period  loss  or  a  prior  period  adjustment,  where 
the  investments  are  improperly  carried  at  par  value. 

The  difference  of  $239,369  has  to  be  considered  in  light  of  the 
funds  to  which  it  applies.   Although  there  are  some  small  differences 
in  computation  between  the  Department  of  Administration  and  the  audit 
report,  the  difference  breaks  down  as  approximately  $109,802  apply- 
ing to  the  Workmens'  Compensation  Fund  and  $127,434  to  the  Trust 
and  Legacy  Fund.   The  writedown  of  $109,802  in  the  Workmens'  Com- 
pensation Fund  may  be  taken  against  existing  fund  balances  (if  avail- 
able) ,  as  it  does  represent  an  adjustment  of  prior  periods  income. 
If  no  fund  balances  are  available,  then  it  must  be  charged  against 
current  income  as  an  extraordinary  item. 

In  the  case  of  the  $127,434  of  additional  gain  shown  for  the  Trust 
and  Legacy  Fund,  this  has  already  been  taken  into  income  and  as  a 
consequence,  cannot  be  so  treated  a  second  time.   The  gain  in  Trust 
and  Legacy  must  be  computed  based  on  par  values  (values  at  which 
the  securities  were  carried  on  the  books)  because  the  $127,434  has 
been  included  in  income  erroneously  and  distributed.   There  is  there- 
fore no  fund  balance  to  charge  this  against.   In  affect,  the  Trust 
and  Legacy  Fund  paid  an  extra  $127,434  for  these  securities  by  in- 
creasing their  carrying  value  to  par  and  paying  out  the  difference 
to  the  recipients  of  the  Trust  and  Legacy  income.   The  actual  amount 
originally  taken  into  income  was  greater  than  this  however,  as  a 
portion  has  been  amortized  in  making  the  computations. 
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Ill  utilizing  the  "deferral"  method  each  security  must  be  con- 
sidered seperately.   Using  the  figures  arrived  at  by  the  Depart- 
ment of  Administration,  the  gains  or  losses  to  be  amortized  by 
funds  would  be  as  follows: 


Losses  to  be  Amortized 
Gain  on  Trust  and  Legacy 

to  be  Amortized 
Net  to  be  Amortized 


Gain  or  (Loss) 


P.E.R.S. 

$  25,494 

T.R.S. 

(   58,899) 

Workmen s  Comp 

(  670,019) 

Volunteer  Firemens 

(     851) 

Highway  Patrol 

(   65,212) 

(  769,487) 

29,180 
($740.307) 


The  balance  of  the  difference  would  be  chargeable  against  fund 
balances,  if  available,  as  it  represents  an  error  in  accumulation 
of  prior  periods  income  in  the  Workmen  Compensation  Fund  and  the 
other  two  funds. 

PAGE  9.   Final  Paragraph: 

Our  conclusion  that  discounts  on  securities  acquired  through 
swaps  had  been  cleared  through  current  income  by  state  central  account- 
ing was  based  on  a  false  assumption.   However,  discounts  were  run 
through  current  income  on  agency  records  for  those  funds  which  were 
still  carrying  their  investments  at  par.   This  problem  should  be 
corrected  if  these  investments  are  subsequently  adjusted  to  the 
correct  amortized  cost  value  and  fund  balances  are  also  accordingly 
adjusted  downwards. 

PAGE  13 .   Recommendations  for  the  State  Treasurer: 

The  Treasurer's  reply  does  not  specifically  address  itself  to 
our  recommendations  4  and  5. 

PAGE  14.   Comments  Regarding  our  Recommendation  5: 

The  response  does  not  specifically  reply  to  the  problem  as  noted 
on  Page  37,  Paragraph  2  of  our  report.  We  noted  securities  in  the 
Treasurer's  vault  where  there  had  been  partial  redemptions  and  the 
securities  had  apparently  not  been  remitted  to  the  paying  agent  for 
proper  entry  on  the  back  of  the  old  certificates.   Therefore,  the 
securities  themselves  did  not  reflect  the  partial  redemptions  and 
properly  revised  face  values. 
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PAGE  14.   Comments  in  Last  Paragraph: 

We  believe  the  yield  information  required  for  proper  portfolio 
management  is  already  available  to  the  investment  officer  in  the 
form  of  monthly  reports  being  received  by  the  agencies  from  the 
servicing  institutions.   This  is  why  we  made  our  recommendation 
number  three,  so  that  he  might  avail  himself  of  this  information. 
We  still  see  no  need  for  expensive  programming  and  processing  to 
duplicate  the  present  efforts  of  the  servicing  institutions  and 
produce  the  identical  information. 

There  is  no  conflict  with  our  recommendation  on  Page  46,   Here 
we  are  talking  about  present  practices,  while  on  Page  46  we  are 
suggesting  a  feasibility  study  and  possible  future  changes.   Of 
necessity,  detail  mortgage  accounting  would  have  to  be  performed 
by  the  investment  division  if  the  division  were  to  convert  to  com- 
plete servicing  of  state-owned  mortgages  as  suggested  on  Page  46. 

PAGE  15.   Comments  in  Last  Paragraph,  Continued  on  Page  16: 

We  have  expressed  our  opinion  and  judgement  on  the  question,  as 
has  the  Legislative  Auditor  in  prior  reports.  A  study  has  been 
made  as  suggested. 

We  would  not  recommend  that  the  state  operate  its  own  bank,  al- 
though one  state  already  does.   We  would  point  out  that  the  state 
already  does  compete  with  private  enterprise  in  many  areas.   The 
Investment  Division  itself  is  in  daily  direct  competition  with  local 
private  brokers  when  it  buys  and  sells  securities  through  dealers 
for  the  account  of  others. 

PAGE  17.   Comments  in  Last  Two  Paragraphs: 

The  legal  questions  can  quite  readily  be  resolved  by  obtaining 
an  opinion  from  the  Attorney  General  as  we  have  recommended  in  our 
report. 


While  the  Chairman  is  only  a  minority  stockholder,  he  is  also 
the  manager  and  chief  operating  officer  of  the  bank. 

We  do  not  feel  that  our  audit  report  is  misleading.   All  facts 
germane  to  the  question  are  clearly  presented.   The  only  figures 
presented  are  in  support  of  our  statement  that  "This  bank  transacts 
a  considerable  amount  of  business  with  the  Board  of  Investments". 
Facts  and  figures  pertaining  to  other  Helena  banks  are  not  really 
germane  to  this  question,  since  they  do  not  have  officers  who  also 
serve  on  the  Board. 


We  find  no  implications  in  our  report  that  the  investments  were 
acquired  since  Mr.  Caruso  became  Chairman  of  the  Board  of  Invest- 
ments.  We  merely  stated  "as  of  June  30,  1972,  the  following  listed 
transactions  were  outstanding  with  the  First  Security  Bank".  When 
the  transactions  were  completed  is  not  relevant  to  the  question. 
Only  two  points  are  relevant  to  this  whole  question: 

1,  Mr.  Caruso  is  Chairman  of  the  Board  of  Investments. 

2.  Mr.  Caruso  is  President  of  a  bank  that  transacts  significant 
amounts  of  business  with  the  Board. 

Mr.  Saxby  neglects  to  point  out  in  his  final  comments  on  Page  18 
and  his  Schedule  on  Page  19,  that  the  First  National  and  Union  Bank 
are  banks  v^hich  are  over  five  times  larger  than  the  Commerce  Bank 
and  the  First  Security  Bank.  Again,  we  do  not  feel  that  facts  and 
figures  regarding  other  banks  are  really  relevant  to  the  central 
question. 

As  Mr.  Saxby  mentions  on  Page  20,  the  entire  question  has  been 
resolved  by  passage  of  House  Bill  31,  as  we  recommended  in  our  report, 


PAGE  20.   Comment  1: 


While  a  complete  examination  of  the  Board's  annual  report  was 
actually  outside  the  scope  of  our  original  examination,  we  felt 
obliged  to  commit  to  paper  the  fact  that  certain  minor  adjustments 
were  necessary  to  correct  investment  par  values  and  costs.   The 
amounts  are  not  material,  but  we  felt  the  Investment  Division  should 
be  advised  in  writing.  We  were  not  even  aware  of  the  annual  report 
until  our  examination  was  half  completed.   The  differences  in  par 
value  arose  after  the  report  had  been  published;  the  Investment 
officer  was  made  aware  of  the  minor  differences  in  cost  figures 
prior  to  report  publication. 

As  stated  above,  we  were  not  asked  to  express  an  opinion  in  writ- 
ing on  the  annual  report,  and  this  was  therefore  outside  the  scope 
of  our  examination.   Admittedly,  there  was  some  lack  of  coordination 
and  communication  in  completing  our  examination  in  parallel  with 
the  investment  officers  completion  of  his  annual  report.   Both  parties 
were  being  pressed  for  time.  We  would  suggest  that  in  future  examina- 
tions, the  auditors  opinion  be  made  an  integral  part  of  the  Board's 
annual  report,  and  that  the  auditors  examination  and  report  be  completed 
prior  to  publication  of  the  annual  report. 
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This  is  in  response  to  your  letter  concerning  potential  conflicts 
of  interest  by  members  of  the  Board  of  Investments.   In  your  letter 
you  set  forth  a  situation  in  which  a  member  of  the  board  of  invest- 
ments is  also  an  officer  of  a  bank  doing  business  with  the  board 
of  investments  through  transactions  involving  certificates  of  de- 
posit and  mortgages.   You  then  asked  whether  this  situation  is 
prohibited  by  section  59-501,  Revised  Codes  of  Montana,  1947.   Sec- 
tion 59-501,  supra,  states: 

"Members  of  the  legislative  assembly,  state,  county,  city, 
town,  or  township  officers,  must  not  be  interested  in  any 
contract  made  by  them  in  their  official  capacity,  or  by 
any  body  or  board  of  which  they  are  members . " 

The  first  question  to  be  considered  is  whether  a  member  of  the  board 
of  investments  is  a  state  officer  within  the  laws  of  Montana.   The 
Supreme  Court  of  Montana  in  42nd  Legislative  Assembly  v.  Lennon , 
156  Mont.  416,  481  P. 2d  330  (1971),  set  forth  the  requisites  for 
a  public  officer  at  pages  422-423: 

"This  court  has  heretofore  defined  the  requirements  of 
'public  office'  within  the  meaning  of  Montana  constitu- 
tional proscription  in  Barney  as  follows: 

"'After  an  exhaustive  examination  of  the  authorities, 
we  hold  that  five  elements  are  indispensable  in  any 
position  of  public  employment,  in  order  to  make  it  a 
public  office  of  a  civil  nature:   (1)  it  must  be  created 
by  the  constitution  or  by  the  legislature  or  created  by 
a  municipality  or  other  body  through  authority  conferred 
by  the  legislature;  (2)  it  must  possess  a  delegation  of 
a  portion  of  the  sovereign  power  of  government ,  to  be 
exercised  for  the  benefit  of  the  public;  (3)  the  powers 
conferred  and  the  duties  to  be  discharged,  must  be 
defined,  directly  or  impliedly,  by  the  legislature  or 
through  legislative  authority;  (4)  the  duties  must  be 
performed  independently  and  without  control  of  a  superior 
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power,  other  than  the  law,  unless  they  may  be  those  of 
an  inferior  or  subordinate  office,  created  or  authorized 
by  the  legislature,  and  by  it  placed  under  the  general 
control  of  a  superior  officer  or  body;  (5)  it  must  have 
some  permanency  and  continuity  and  not  be  only  temporary 
or  occasional.'   79  Mont.  528,  257  P.  418." 

An  examination  of  the  statutes  creating  and  defining  the  power  of 
the  state  board  of  investments  indicates  that  it  meets  all  five 
of  these  criteria: 

(1)  it  was  created  by  act  of  the  legislature  under  the  pro- 
visions of  section  82A-204,  R.C.M.  1947; 

(2)  the  board  of  investments  exercises  the  sole  authority  for 
the  investment  functions  for  the  state  of  Montana  under  the  provi- 
sions of  section  82A-204,  supra; 

(3)  the  powers  and  duties  of  the  board  of  investments  are  de- 
fined by  section  82A-204,  supra,  directly,  and  by  other  provisions 
of  the  Revised  Codes  of  Montana  relating  to  previous  investment 
authorities,  by  reference; 

(4)  the  Revised  Codes  of  Montana,  194  7,  provide  for  no  review 
by  a  superior  authority  to  the  determinations  made  by  the  state 
board  of  investments; 

(5)  the  board  of  investments  is  a  continuing  body  under  the 
terms  of  the  Revised  Codes  of  Montana,  1947,  and  the  members  are 
appointed  pursuant  to  the  terms  of  section  82A-112,  R.C.M.  1947. 

The  members  of  the  state  board  of  investments  are,  therefore, 
public  officers  under  the  terms  of  42nd  Legislative  Assembly  v. 
Lennon ,  supra. 

The  next  problem  encountered  is  the  definition  of  the  term  "con- 
tract" under  the  terms  of  section  59-501,  supra.     Section  13-101, 
R.C.M.  1947,  provides: 

"A  contract  is  an  agreement  to  do  or  not  to  do  a  certain 
thing. " 

Section  13-102,  R.C.M.  1947,  continues  by  stating: 

"It  is  essential  to  the  existence  of  a  contract  that 
there  should  be: 

"1.   Parties  capable  of  contracting; 

2.  Their  consent; 

3.  A  lawful  object;  and 
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4.   A  sufficient  cause  or  consideration." 


The  transactions  under  consideration  herein  are  certificates  of  de- 
posits and  mortgages.   A  review  of  the  terms  of  these  transactions 
indicates  that  they  possess  the  requisites  of  a  "contract"  under 
the  terms  of  sections  13-101  and  13-102,  supra. 

It  is  my  opinion  that  a  member  of  the  board  of  investments  is  a  pub- 
lic officer.   It  is  further  my  opinion  that  a  member  of  the  board 
of  investments  may  not  be  interested  in  a  contract,  as  defined  by 
sections  13-101  and  13-102,  supra,  made  by  said  board  in  its  offi- 
cial capacity. 

However,  section  59-501,  R.C.M.  1947,  was  amended  by  Chapter  43, 
Session  Laws  of  1973,  to  read  as  follows: 

"59-501.   Certain  officers  not  to  be  interested  in  con- 
tracts.  Members  of  the  legislature,  state,  county,  city, 
town,  or  township  officers  or  any  deputy  or  employee 
thereof ,  must  not  be  interested  in  any  contract  made  by 
them  in  their  official  capacity,  or  by  any  body,  agency, 
or  board  of  which  they  are  members  or  employees.   In 
this  section: 

(1)  The  term  'be  interested  in'  does  not  include 
holding  a  minority  interest  in  a  corporation. 

(2)  The  term  'contract'  does  not  include: 

a.  contracts  awarded  to  the  lowest  responsible  bid- 
der based  on  competitive  bidding  procedures,  or 

b.  merchandise  sold  to  the  highest  bidder  at  public 
auctions,  or 

c.  investments  or  deposits  in  financial  institutions 
which  are  in  the  business  of  loaning  or  receiving  money,  or 

d.  contracts  for  professional  services." 

A  conflict  of  interest  does  not  exist  in  the  present  situation  be- 
cause the  contracts  in  question  are  investment  contracts  with  finan- 
cial institutions,  which  are  excluded  by  subsection  (2)c  above. 

I  hope  that  I  have  been  of  assistance 

Very  tcirly   yours , 


'RT    L.    WOODAHL 
AJz^orney   General 
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